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DEPARTMENT  OF  ENERGY 

Federal  Energy  Regulatory 
Commission 

18  CFR  Part  282 

(Docket  No.  RM80-10] 

Rule  Required  Under  Section  202  of 
the  Natural  Gas  Policy  Act; 

Incremental  Pricing 

May  6. 1980. 

agency:  Federal  Energy  Regulatory 
Commission,  DOE. 
action:  Final  rule,  subject  to 
Congressional  review, 

summary:  The  Federal  Energy 
Regulatory  Commission  hereby  adopts 
regulations  in  accord  with  the  directive 
of  section  202  of  the  Natural  Gas  Policy 
Act  of  1978  (NGPA).  The  rule  is  subject 
to  Congressional  review  and  will  not 
become  effective  if  disapproved  by 
either  House  of  Congress.  If  not 
disapproved,  the  rule  will  expand  the 
scope  of  the  incremental  pricing 
program  to  all  industrial  end-users  not 
exempt  under  the  NGPA,  and  provide 
that  those  users  of  natural  gas  other 
than  as  boiler  fuel  be  permanently 
subject  to  incremental  pricing 
surcharges  up  to  the  price  of  high-sulfur 
No.  6  fuel  oil. 

EFFECTIVE  DATE:  Such  date  as  represents 
the  ninetieth  day  following  expiration  of 
30-day  Congressional  review  period,  if 
not  disapproved  by  either  House. 

FOR  FURTHER  INFORMATION  CONTACT: 
Alice  Fernandez,  Federal  Energy 
Regulatory  Commission,  825  North 
Capitol  Street,  NE.,  Washington,  D.C. 
20426  (202) 357-9095. 
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I.  Introduction 

Title  II  of  the  Natural  Gas  Policy  Act 
of  1978  (NGPA)  (Pub.  L.  95-621)  requires 
that  the  Federal  Energy  Regulatory 
Commission  (the  Commission) 
promulgate  regulations  to  channel  a 
specified  portion  of  the  increasing  cost 
of  natural  gas  to  industrial  users.  The 
“incremental  costs’*  of  natural  gas  are  to 
be  passed  through  from  interstate 
pipelines  to  industrial  end  users  by 
means  of  a  surcharge  pricing 
mechanism. 

Under  Title  II  of  the  NGPA,  the 
incremental  pricing  program  is  to  be  , 
implemented  in  two  phases.  The  first 
phase  was  implemented  by  regulations 
issued  by  the  Commission  on  September 
28, 1979  (44  FR  57726,  October  5, 1979).  ‘ 
Under  those  regulations,  only  large 
industrial  facilities  that  use  natural  gas 
as  a  boiler  fuel  are  subject  to 
incremental  pricing. 

Section  202  of  Title  II  requires  the 
Commission  to  promulgate  a  second 
phase  (Phase  II)  rule  by  May  9, 1980, 
that  amends  the  scope  of  the 
incremental  pricing  program  to  include 
other  industrial  users.  Specifically, 
subsection  (b)  of  section  202  provides 
that  the  second  phase  rule: 

Shall  apply  with  respect  to  the  industrial 
use  of  natural  gas  (as  defined  by  the 
Commission  in  such  rule),  including  boiler 
fuel  use  of  natural  gas  . . .  by — 

(1)  Any  industrial  boiler  fuel  facility  . . . 
and 

(2)  Any  industrial  facility  which  is  within  a 
category  defined  by  the  Commission  in  such 
amendment  as  subject  thereunder  to  the 
requirements  of  such  rule  which  is  not 
exempt  under  section  206. 

Section  202  also  directs  the 
Commission  to  submit  Phase  II  rule  to 
Congress,  which  has  reserved  the  right 
to  review  and  disapprove  this  rule  if  it 
decides  against  extending  the  scope  of 
the  incremental  pricing  program. 

On  November  15, 1979,  the 
Commission  issued  a  Notice  of  Proposed 
Rulemaking  providing  for  a  broad  Phase 
II  expansion  of  the  incremental  pricing 
program.®  This  proposal  derived  from 
the  Commission's  review  of  the 
Congress’  dual  objectives  in  enacting 
the  incremental  pricing  provisions.  One 
objective  is  to  prepare  the  natural  gas 
market  for  deregulation  in  1985.  The 
second  objective  is  to  provide  a  measure 
of  shelter  to  residential  and  other  high 
priority  customers  from  rising  gas  prices. 
The  Commission  then  gave  its 
preliminary  view  that  “the 

'  The  regulations  issued  on  September  28  were 
contained  in  two  dockets,  Docket  Nos.  RM79-14  and 
RM79-21. 

*  Docket  No.  RM80-10:  44  FR  67170  (November  23. 
1979). 


Congressional  purposes  underlying 
incremental  pricing  would  be  most  fully 
met  if  all  industrial  users,  other  than 
those  specificallly  excluded  by  statute, 
are  brought  within  the  scope  of  Title  II.’’ 
(mimeo,  p.  5) 

In  the  Phase  II  Notice,  the 
Commission  also  proposed  to  apply  the 
“three-tier”  system  for  determining  the 
alternative  fuel  ceiling,  which  was 
developed  for  Phase  I,  to  Phase  II  as 
well.  In  addition,  the  surcharge  or  flow¬ 
through  mechanism  developed  for  Phase 
I  was  proposed  for  Phase  II.  The 
Commission  sought  to  comment  on  these 
basic  features  as  well  as  on  several 
subsidiary  aspects  of  its  Phase  II 
proposal. 

Public  hearings  were  held  on  the 
Phase  II  proposal  in  San  Francisco,  Salt 
Lake  City,  Chicago,  Louisville  and 
Washington,  D.C.  during  the  month  of 
January;  nearly  400  written  comments 
were  received. ’Many  fundamental 
questions  were  raised  regarding  both  the 
specific  features  of  the  Commission’s 
Phase  II  proposal  and  the  ability  of  the 
overall  incremental  pricing  program  to 
fulfill  its  objectives.  Those  comments 
have  played  a  major  role  in  helping  the 
Commission  shape  its  Phase  II 
submission  to  Congress.  The  final  rule 
prescribed  below  responds  in  various 
ways  to  data,  views,  comments  and 
criticisms  of  the  rule  proposed  in  the 
Commission’s  November  1979  Notice. 

At  the  outset,  the  Commission  wishes 
to  point  out  that  many  comments 
suggested  that  it  not  develop  any 
expansion  of  the  program  beyond  what 
is  already  required  by  section  201 
(Phase  I).  It  was  argued  that  the 
Congressional  purposes  underlying 
incremental  pricing  are  misguided  or 
that  market  conditions  have  so  changed 
as  to  render  the  program  inappropriate. 
The  Commission  does  not  accept  this 
suggestion.  The  Commission  believes 
that  it  was  neither  requested  nor 
authorized  to  second-guess  the  social 
and  economic  judgments  that  the 
Congress  made  in  enacting  Title  II.  The 
role  of  the  Commission  under  Section 
202  is  more  limited.  Instead,  the 
Commission  is  instructed  to  bring  its 
technical  expertise  to  bear  on  the  design 
of  a  workable  Phase  II  rule  that  can  best 
advance  the  purposes  set  by  the 
Congress.  It  is  up  to  the  Congress  to 
decide  whether  this  Phase  II  submittal 
meets  adequately  the  social  and 
economic  goals  of  the  incremental 
pricing  program  or,  indeed,  whether 
those  goals  are  still  appropriate. 

By  virtue  of  the  very  review 
procedures  built  into  section  202,  it 


*A  full  list  of  commenters  is  contained  at 
Appendix  A. 
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seems  clear  that  the  Congress  sought  to 
have  this  Commission  develop  a 
meaningful  Phase  II  rule.  The  Congress 
would  not  have  a  meaningful  choice  if 
the  Commission  were  to  offer  no  rule,  or 
a  very  narrow  rule,  for  its  review.  The 
Congress  has  reserved  to  itself  the 
fundamental  judgment  as  to  whether  an 
expansion  of  incremental  pricing  is 
consistent  with  current  national 
priorities. 

The  Commission  believes  that  this 
Phase  II  rule  presents  a  meaningful 
choice  to  the  Congress.  It  proposes  to 
broaden  the  scope  of  the  incremental 
pricing  program.  On  the  other  hand,  it 
responds  to  the  substantial  body  of 
comments  that  have  urged  the 
Commission  to  take  a  careful  approach 
to  Phase  II  and  its  attendant  economic 
impacts. 

II.  Summary  of  the  Phase  II  Submittal 

The  Phase  II  rule  approved  by  the 
Commission  and  submitted  to  the 
Congress  would  extend  the  incremental 
pricing  program  to  all  industrial  users 
except  those  exempted  specifically  by 
the  statute  and  would  apply  to  all 
industrial  gas  consumption  exceeding 
300  Mcf  per  day.  It  also  sets  a  uniform 
price  ceiling  for  natural  gas  sold  to 
industrial  users  at  the  price  of  No.  6 
high-sulfur  residual  fuel  oil. 

An  essential  feature  of  the  Phase  II 
rule  is  that  non-boiler  fuel  industrial 
users  will  be  subject  to  incremental 
pricing  only  with  respect  to  levels  of 
consumption  exceeding  300  Mcf  per  day. 
Thus,  a  facility  using  400  Mcf  per  day  of 
Phase  II  (non-boiler)  uses  would  have 
100  Mcf  per  day  subject  to  incremental 
surcharges.  For  an  industrial  facility 
using  380  Mcf  per  day  of  natural  gas  as 
boiler  fuel  (a  Phase  I  user),  the  entire  380 
Mcf  per  day  is  surcharged,  pursuant  to 
the  statutory  provisions  for  incremental 
pricing  of  boiler  fuel. 

Another  feature  of  the  Phase  II  rule  is 
that  it  would  give  States  discretion  to 
limit  the  impact  of  Phase  II  on  individual 
users  in  order  to  ease  any  serious 
transitional  burden.  If,  during  the  first 
year.  Phase  II  would  result  in  a 
surcharge  of  more  than  75  cents  per  Mcf 
to  any  user,  the  State  regulating 
consumption  of  that  gas  may  allocate 
that  portion  of  the  surcharge  exceeding 
75  cents  to  other  incrementally  priced 
gas  users  within  the  State. 

Technically,  the  Phase  II  submission 
would  apply  to  all  industrial  “uses” 
other  than  those  specifically  exempted 
by  statute.  Gas  straddle  plants,  which 
extract  liquids  from  the  gas  stream, 
would  be  covered  only  with  respect  to 
net  “use”,  or  consumption,  of  gas  as  a 
fuel. 


The  Commission  also  recommends  to 
Congress  that  the  three-tier  alternative 
fuel  price  ceiling  approach  under  Phase  I 
be  postponed  another  year,  until 
November  1, 1981,  This  specific  action  is 
submitted  to  the  Congress  for  review 
pursuant  to  the  general  exemption 
authority  of  section  206(d).  If  the 
Congress  agrees  to  this  one-year 
exemption  from  higher  prices  for  Phase  I 
users,  all  users  under  both  Phases  I  and 
II  will  have  the  same  No.  6  high  sulfur 
fuel  oil  ceiling  through  October  1981. 

By  the  end  of  1983,  the  Commission 
will  review  the  impact  of  the 
incremental  pricing  program  and 
evaluate  what,  if  any,  further  changes 
would  best  advance  the  purposes  of  the 
program.  The  results  of  this  review  will 
be  reported  to  Congress. 

The  final  Phase  II  rule  promulgated 
here  will  be  submitted  to  the  Congress 
by  May  9.  Either  House  has  the  statutory 
authority  to  veto  the  submission  during 
the  subsequent  30-day  review  period.  If 
not  disapproved,  the  Phase  11  expansion 
of  the  incremental  pricing  program  will 
take  effect  90  days  after  the 
Congressional  review  period  has  ended. 

III.  Background  of  the  Incremental 
Pricing  Program 

The  NGPA  was  enacted  in  1978  to 
reform  regulation  of  the  natural  gas 
industry  and  provide  for  phased 
deregulation  of  new  natural  gas.  Title  I 
of  the  NGPA  establishes  incentive  price 
schedules  for  variously  defined 
categories  of  gas.  Title  I  replaced  a 
system  of  cost-based  rates  under  the 
Natural  Gas  Act  of  1938,  which  reached 
only  to  sales  of  gas  in  interstate 
commerce.  The  wellhead  price  of 
natural  gas  produced  and  consumed  in 
the  same  state  (so-called  intrastate  gas) 
was  not  subject  to  the  Natural  Gas  Act. 
The  NGPA  changed  the  system 
dramatically  by  setting  higher  wellhead 
prices  than  has  previously  been 
allowed,  and  by  also  extending  Federal 
price  controls  to  previously  unregulated 
intrastate  sales.  The  maximum  lawful 
prices  set  by  Congress  were 
substantially  in  excess  of  then- 
prevailing  cost-based  nationwide  rates 
that  had  been  set  by  the  Federal  Power 
Commission  as  regulated  price  ceilings. 

Under  Title  I,  the  price  of  “new” 
natural  gas  will  be  deregulated  on 
January  1, 1985.  New  natural  gas  is 
defined  as  production  from  wells 
spudded  (drilling  commenced)  on  or 
after  February  19. 1977,  which  are  more 
than  2V2  miles  from  or  1000  feet  deeper 
than  the  nearest  old  well.  In  addition, 
production  from  new  development  wells 
will  be  deregulated  by  1987.  Finally, 
NGPA  price  controls  on  most  flowing 


intrastate  gas  will  expire  on  January  1, 
1985. 

A.  Objectives  of  Title  II  Incremental 
Pricing.  Title  II  of  the  NGPA,  the 
incremental  pricing  provisions,  were 
included  by  the  Congress  for  two 
reasons.  First,  incremental  pricing  is 
designed  to  mitigate  any  disruption  of 
the  natural  gas  market  that  might  occur 
upon  deregulation  in  1985.  Many 
members  of  Congress,  particularly  those 
opposing  sudden  deregulation,  feared 
serious  disruption  if  deregulation  were 
to  occur  during  a  period  of  supply  and 
demand  imbalance.  The  relatively  low 
price  of  gas  remaining  under  controls 
after  1984  was  seen  as  providing  an 
effective  “subsidy”  to  pipelines  willing 
to  pay  higher  than  long-run  market 
clearing  prices  for  deregulated  supplies. 
Congress  sought  to  eliminate  this 
possible  incentive  for  interstate 
pipelines  to  bid  excessively  high  prices 
by  initially  increasing  the  price  of  gas 
delivered  to  large,  price  sensitive 
industrial  customers  to  a  level  equal  to 
the  cost  of  their  alternative  fuel.  Under 
this  regime.  Congress  anticipated  that 
pipelines,  whose  revenues  depend  upon 
volumetric  throughput,  would  seek  to 
minimize  further  increases  in  the  cost  of 
gas  that  might  occur  upon  deregulation, 
for  fear  that  industrial  demand  for 
natural  gas  (and  therefore  throughput 
revenues)  would  decline. 

A  second  purpose  of  the  incremental 
pricing  provisions  of  the  NGPA  is  to 
shield  high  priority  gas  users,  such  as 
residential  users,  from  some  of  the 
scheduled  wellhead  price  increases 
allowed  by  Title  I  of  the  Act.  This 
shielding  effect  is  accomplished  by 
channeling  to  industrial  customers  a 
greater  than  pro  rata  share  of  rising 
prices  paid  by  pipelines.  The  increased 
recovery  of  costs  from  industrial  users 
results  in  an  offsetting  reduction  in  gas 
costs  recovered  ft'om  high  priority  users. 

B.  Mechanics  of  Title  II  Incremental 
Pricing.  The  incremental  pricing 
program  consists  of  two  sets  of 
accounting  rules.  One  set  of  rules  relates 
to  accumulation,  at  the  pipeline  level,  of 
“incremental  gas  acquisition  costs.”  The 
other  set  of  rules  allocates  these  * 
incremental  costs  among  industrial  end 
users  according  to  their  “maximum 
surcharge  absorption  capability.” 

For  each  unit  of  gas  purchased  by  an 
interstate  pipeline,  the  incremental  gas 
acquisition  cost  is  defined  as  the  price 
paid  by  the  pipeline  minus  a  statutorily 
prescribed  “threshold  price”  applicable 
to  that  gas.  If  a  pipeline  buys  one 
MMBtu  (million  Btu’s,  or  roughly  one 
thousand  cubic  feet  at  standard 
temperature  and  pressure)  of  NGPA 
section  102  (new)  gas  at  the  present  May 
1980  ceiling  price  of  $2.45/MMBtu,  it 
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then  subtracts  the  May  1980  incremental 
pricing  threshold  of  $1.78/MMBtu,  which 
leaves  $.67/MMBtu  to  be  placed  into  the 
incremental  gas  acquisition  cost 
account.  The  $1.78/MMBtu  of  cost  at  or 
below  the  incremental  pricing  threshold 
is  placed  into  the  pipeline’s  purchased 
gas  account  and  is  borne  equally  by  all 
users.  But  the  $.67/MMBtu  in  the 
incremental  gas  acquisition  account  is 
specifically  channelled  to  users  subject 
to  the  incremental  pricing  program.  The 
more  high-priced  gas  a  pipeline  buys, 
the  larger  will  be  its  incremental  gas 
acquisition  account. 

At  the  same  time  that  pipelines  are 
computing  monthly  incremental  gas 
acquisition  costs,  end  users  are 
computing  their  monthly  maximum 
surcharge  absorption  capability 
(MSAC).  A  user’s  MSAC  is  defined  as 
the  estimated  monthly  consumption 
subject  to  incremental  pricing  multiplied 
by  the  difference  between  the  applicable 
alternative  fuel  ceiling  and  its  “base 
rate".  The  base  rate  is  determined  by 
the  state  or  local  agency  having 
ratemaking  responsibility  for  sales  to 
industrial  end  users,  and  does  not 
include  the  incremental  pricing 
surcharge. 

The  overall  incremental  pricing 
program  for  a  specific  interstate  pipeline 
then  operates  by  comparing  total 
incremental  gas  acquisition  costs 
against  aggregate  MSACs.  If  aggregate 
MSAC’s  exceed  the  pipeline’s  total 
incremental  gas  acquisition  cost,  then 
the  entire  amount  of  those  costs  is 
recovered  solely  from  incrementally 
priced  customers.  During  the  initial 
stage  of  incremental  pricing,  all  pipeline 
gas  acquisition  costs  at  prices  above  the 
incremental  pricing  threshold  are 
“loaded"  onto  industrial  customers.  It  is 
as  if  indu'«trial  customer  end-use  rates 
reflect  one  wellhead  price  while  rates  to 
residential  and  other  high  priority 
customers  reflect  a  lower  wellhead 
price. 

But  it  is  unlikely  that  aggregate 
MSACs  will  permanently  exceed 
incremental  gas  acquisition  costs  on  any 
pipeline  system.  This  is  because  the  size 
of  the  incremental  gas  acquisition  cost 
account  tends  to  grow  exponentially  as 
both  the  amount  of  incrementally  priced 
gas  and  the  incremental  costs 
associated  with  that  gas  will  increase 
over  time. 

Eventually,  the  size  of  the  incremental 
gas  acquisition  cost  account  will  equal 
aggregate  MSACs.  At  this  point  all 
incrementally  priced  users  will  be,  by 
definition,  at  their  alternative  fuel  price 
ceiling.  Further  increases  in  the 
incremental  gas  acquisition  cost  account 
would,  if  channeled  to  incrementally 


priced  users,  take  them  above  their 
alternative  fuel  cost. 

To  avoid  forcing  these  industrial 
customers  above  their  alternative  fuel 
cost  and  potentially  driving  them  from 
the  pipeline’s  natural  gas  system,  both 
Title  II  and  the  Commission’s 
regulations  provide  for  “spillover"  of 
incremental  gas  acquisition  costs  to  all 
customers  once  incrementally  priced 
users  have  all  reached  their  alternative 
fuel  ceilings.  During  this  spillover  stage, 
that  portion  of  a  pipeline’s  total 
incremental  gas  acquisition  costs  that 
exceeds  its  aggregate  MSAC  is  placed 
into  the  system’s  purchased  gas  account 
and  is  recovered  evenly  from  all 
customers. 

These  increases  in  pipeline  purchased 
gas  accounts  due  to  spillover  will 
normally  be  passed  on  to  all  users 
regardless  of  whether  they  are  subject  to 
incremental  pricing.  But  when  these 
general  cost  increases  reach 
incrementally  priced  users,  they 
increase  those  users’  base  rates  and 
thereby  reduce  their  incremental  pricing 
surcharges  by  reducing  the  difference 
between  their  alternative  fuel  price 
ceiling  and  their  base  rate. 

Accordingly,  once  spillover  begins, 
further  increases  in  a  pipeline’s 
purchased  gas  costs  are  effectively 
borne  completely  by  its  exempt  (non- 
incrementally  priced)  users.  This 
subsequent  loading  onto  exempt  users 
occurs  because  the  incremental  pricing 
program  does  not  force  industrial  users 
above  their  alternative  fuel  ceilings. 
What  happens  during  the  spillover 
period  is  that  each  industrial  user’s 
MSAC  and,  therefore,  its  incremental 
pricing  surcharge  tend  to  erode  due  to 
increasing  base  rates.  As  far  as 
incrementally  priced  users  are 
concerned,  further  increases  in  pipeline 
gas  acquisition  costs  reduce  incremental 
pricing  surcharges  and  MSAC’s  but  do 
not  increase  the  overall  delivered  price. 

When  viewed  from  the  perspective  of 
residential  and  other  exempt  users, 
spillover  signals  the  start  of  a  temporary 
period  during  which  they  must  bear  100 
percent  of  further  increases  in  pipeline 
gas  acquisition  costs,  even  though  they 
may  represent  only  75  or  80  percent  of 
the  pipeline’s  customers.  After  spillover 
begins,  the  system  effectively  “loads” 
purchased  gas  cost  increases  onto 
exempt  users  until  aggregate  MSACs  of 
incrementally  priced  users  reach  zero. 
This  is  referred  to  as  the  “catch  up” 
stage. 

Finally,  the  third  stage  of  Title  II 
incremental  pricing  begins  when 
aggregate  MSACs  diminish  to  zero.  At 
that  point  the  incremental  pricing 
system  ceases  to  have  any  direct  effect 
on  user  prices.  The  price  of  gas  to 


industrial  users  may  rise  above  the 
alternative  fuel  ceiling,  but  only  because 
the  base  rate  has  done  so.  With 
incremental  pricing  surcharges  equal  to 
zero,  incremental  pricing  has  fulfilled 
the  purpose  of  easing  into  higher  gas 
costs,  and  the  historical  system  of 
rolled-in  pricing  to  all  users  resumes. 

C,  The  Phase  I  Incremental  Pricing 
Program.  Section  201  of  Title  II  creates  a 
mandatory  incremental  pricing  program 
applicable  to  industrial  boiler  fuel  users. 
The  Commission’s  Phase  I  rules  became 
effective  on  January  1, 1980. 

The  most  difficult  issue  encountered 
by  the  Commission  in  developing  its 
Phase  I  rules  was  deciding  how  to  set 
the  alternative  fuel  ceiling.  The 
Commission  recognized  that  too  high  an 
alternative  fuel  ceiling  price  could  lead 
to  inadvertent  loss  of  industrial  load.  On 
the  other  hand,  too  low  a  ceiling  price 
would  render  the  program  ineffective  in 
shielding  residential  and  other  high 
priority  customers  from  rising  gas  costs. 
These  considerations  led  the 
Commission  to  adopt  a  three-tier 
alternative  fuel.ceiling  approach. 

Under  the  three-tier  system,  an 
industrial  boiler  fuel  user’s  alternative 
fuel  ceiling  price  may  be  based  on  the 
price  of  No.  2  distillate  fuel  oil.  No.  6  low 
sulfur  residual  fuel  oil,  or  No.  6  high 
sulfur  residual  fuel  oil.  These  three 
grades  of  fuel  oil  represent  a  wide  range 
of  prices,  with  No.  2  fuel  oil  significantly 
more  expensive  than  No.  6  low  sulfur 
fuel  oil,  which,  in  turn,  is  more 
expensive  than  No.  6  high  sulfur  fuel  oil. 
Each  facility  subject  to  Phase  I  would  be 
permitted  to  use  as  its  alternative  fuel 
ceiling  the  lowest  priced  fuel  oil  that  it 
has  the  physical  capability  and  legal 
authority  to  burn. ^However,  in  order  to 
give  the  Commission  time  to  put  the 
program  into  operation  and  to  avoid 
excessive  impacts  on  any  facility,  the 
Commission  proposed,  and  the  Congress 
acquiesced  in,  a  one-year  moratorium  on 
the  upper  two  tiers  until  November  1, 
1980. 

A  majority  of  States  have  taken  action 
in  reponse  to  the  Phase  I  incremental 
pricing  program  that  may  bear  on  the 
Phase  II  program  as  well.  Specifically, 
States  have  altered  their  end  use  rate 
schedules  to  set  the  price  of  natural  gas 
to  non-exempt  (incrementally  priced) 
users  at  the  alternative  fuel  cost  as 
referenced  in  the  Commission’s 
regulations  and  published  each  month 
by  the  Energy  Information 
Administration  of  the  Department  of 
Energy. 

Any  State  taking  this  action  would 
“zero  out”  the  entire  maximum 


^  Legal  authority,  in  this  case,  refers  primarily  to 
applicable  environmental  restrictions. 
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surcharge  absorption  capability  of  non¬ 
exempt  users  in  the  State  and  thereby 
eliminate  all  incremental  pricing 
surcharges  to  these  users.  The  e5ect  of 
this  action  on  the  part  of  any  State  is  to 
cause  the  entirety  of  increased  revenues 
collected  from  non-exempt  users  to 
remain  within  that  State.  This  result  is 
different  htim  what  would  occur  under 
the  Commission's  rules,  which  operate 
at  the  interstate  level.  Under  federal 
incremental  pricing,  incremental 
surcharges  paid  by  non-exempt  users  in 
one  State  would  contribute  to  a 
reduction  in  the  amount  of  purchased 
gas  costs  to  be  recovered  from  exempt 
users  in  all  States  served  by  the 
pipeline.  So  it  is  in  the  self-interest  of  a 
State  which  contains  significant  non¬ 
exempt  industrial  load  to  capture  the 
increased  revenues  derived  from  those 
users  for  the  sole  benefit  of  exempt 
users  within  the  State. 

In  a  Notice  of  Proposed  Rulemaking 
on  Statewide  exemptions  from 
incremental  pricing  issued  on  December 
21, 1979,  the  Commission  responded  to  a 
number  of  inquiries  as  to  the  fairness 
and  legality  of  this  State  action. 

In  sum,  the  Commission  believes  that  the 
Congress  has  already  addressed  and  affirmed 
the  substitution  of  Slate-level  incremental 
pricing  (through  increased  rates  to  non¬ 
exempt  users]  for  incremental  pricing  at  the 
interstate  pipeline  level.  These 
considerations  lead  the  Commission  to  a 
preliminary  view  that  it  should  not.  and 
legally  cannot  prevent  States  from  raising 
rates  of  nonexempt  industrial  users  at  or 
above  the  federally-prescribed  and  published 
alternative  fuel  cost* 

The  Commission  has  yet  to  take  final 
action  on  this  and  other  issues  in  the 
Statewide  exemption  proceeding. 

D.  Relationship  of  the  Phase  II 
Proposal  to  Phase  /.  The  fundamental 
question  that  the  Commission  has 
addressed  in  its  Phase  11  proceeding  is 
whether  the  purposes  of  the  incremental 
pricing  program  would  be  better 
advanced  by  a  broader  scope  than  is 
embodied  in  Phase  I.  The  Commission’s 
decision  to  propose  a  broad  Phase  II 
rule  in  its  November  1979  Notice  of 
Proposed  Rulemaking  originated  from  its 
view  that  an  expansion  would  be 
consistent  with  both  the  market  ordering 
and  price  shielding  objectives  of  the 
program. 

Phase  I  of  incremental  pricing  covers 
approximately  .8  to  .9  Tcf,  or  7  to  8 
percent,  of  annual  interstate  volumes. 
One  argument  originally  offered  by  the 
Commission  for  expanding  the  program 
is  that  Phase  I  by  itself  might  prove 
incapable  of  providing  sufficient 


*  Docket  No.  RM79-47,  45  FR  1081  (January  4. 
1980J.  _ 


demand  restraint  to  achieve  market 
ordering  in  1985. 

Phase  I  users  are  among  the  lowest  priority 
users  of  natural  gas;  if  heavily  curtailed. 
Phase  I  users  would  no  longer  be  in  a  position 
to  affect  their  pipelines'  bidding  decisions. 
Under  such  circumstances,  demand  restraint 
could  be  achieved  only  through  measures 
applicable  to  users  of  higher  priority  than 
industrial  boilers,  (mimeo,  p.  9) 

With  respect  to  the  objective  of  price 
shielding,  the  Commission  in  its 
November  Phase  II  Notice  anticipated 
correctly  that  under  Phase  I  the 
maximum  surcharge  absorption 
capability  of  industrial  boiler  fuel  users 
would  be  less  than  the  amount  of 
purchased  gas  costs  subject  to 
incremental  pricing  as  soon  as  the  rule 
took  effect.  Because  all  industrial  boiler 
fuel  users  subject  to  Phase  I  are  now  at 
No.  6  high  sulfur  alternative  fuel  ceiling 
prices,  high  priority  users  are  currently 
receiving  the  full  amount  of  price 
shielding  to  be  derived  from  Phase  I 
with  its  single  alternative  fuel  price 
ceiling.  With  Phase  I  users  paying 
surcharges  that  have  averaged  about 
$.25  per  MMBtu  over  the  past  few 
months,  the  benefit  to  high  priority  users 
has  been  about  2.5  cents  per  Mcf.  For  a 
typical  gas-heating  household  using  130 
Mcf  per  year,  the  benefit  is 
approximately  $3.00  per  year.  The 
Commission  believed  that  the  Congress 
intended  a  greater  measure  of  price 
shielding,  and  so  proposed  a  broad 
expansion. 

Against  this  background  of  the 
purposes  and  operation  of  the 
incremental  pricing  program,  the 
following  section  describes  both  the 
major  themes  expressed  in  the 
comments  received  on  the  Commission's 
proposed  Phase  11  rule  as  well  as  the 
Commission’s  reaction  to  those 
comments. 

IV.  Public  Comments  and  Commission 
Findings  on  the  Proposed  Phase  II  Rule 

The  Commission’s  Phase  II  Notice  of 
Proposed  Rulemaking  has  attracted 
considerable  attention.  The  following 
discussion  attempts  to  summarize  the 
dominant  themes  contained  in 
comments  filed  in  this  proceeding.  The 
major  themes  deal  with: 

A.  The  timing  of  the  Phase  11  Rule. 

B.  The  scope  of  the  Phase  II  Rule. 

C.  The  alternative  fuel  price  ceiling. 

D.  Market  ordering. 

E.  Residential  and  other  high  priority 
price  shielding. 

A  final  section  of  this  preamble, 
addressing  economic  impacts,  also  deals 
with  a  number  of  comments  received  on 
that  issue. 

Because  of  the  number  of  comments, 
no  attempt  has  been  made  to  list  in  the 


text  all  those  who  commented  on  each 
theme.  Instead,  two  or  three  comments 
representative  of  the  many  others  will 
be  cited.  All  comments  and  the  major 
issues  addressed  by  each  are  fisted  in 
Appendix  A. 

A.  The  Timing  of  the  Phase  II  Rule. 
The  Commission  received  many 
comments  suggesting  that  it  delay 
promulgation  of  its  Phase  II  rule.  The 
American  Gas  Association  and 
Northern  Petrochemical  Company  as 
well  as  others  asserted  as  a  threshold 
matter,  that  the  Commission  has  the 
discretion  to  delay  its  Phase  n  rule. 

They  noted  that  the  Phase  II  rule  under 
section  202  is,  by  its  nature,  merely  an 
amendment  to  the  Phase  I  rule  under 
section  201.  They  also  noted  that  section 
201(a)  provides  for  amendments  to  the 
section  201  rule  "from  time  to  time”. 
They  concluded  that  the  section  202  rule 
is  such  an  amendment  and  thus  may  be 
made  from  "time  to  time"  and  need  not 
be  issued  by  May  9, 1980.* 

Many  comments  also  suggested  that 
the  Commission  should  take  a  cautious 
approach,  or.  indeed,  not  implement 
Phase  n  at  all.  They  suggested  that 
Phase  II  is  premature  at  this  juncture 
and  that  further  experience  with  Hiase  I 
as  well  as  in-depth  economic  analyses 
are  required  for  the  Commission  to 
make  a  reasoned  decision  on  Phase  II. 
Commenters  such  as  Natural  Gas 
Pipeline  Company  of  America  submitted 
that  the  Commission  lacks  sufficient 
data  to  make  a  decision  now.  They 
noted  that  1985  estimated  alternative 
fuel  prices,  market  supply  and  demand, 
and  other  crucial  factors  are  highly 
speculative  at  this  time.  Colorado 
Interstate  Gas  Company  and  others 
agreed  and  added  their  belief  that  there 
are  so  many  other  crucial  incremental 
pricing  rules  pending,  including  small 
user,  statewide,  and  agriculture 
exemptions,  that  the  effects  of  Phase  II 
are  currently  indeterminable. 

Commenters’  suggested  schedules  for 
implementing  Phase  II  varied  wridely. 
Many  simply  suggested  an  indefinite 
delay.  Mississippi  Public  Service 
Commission  and  Mississippi  Valley  Gas 
Company  recommended  indefinite  delay 
and  added  that  the  Commission  should 
rely  on  state  regulation  in  the  interim 
period.  Others,  including  Congressman 
Tom  Corcoran  of  Illinois,  sought  a  delay 
until  more  information  and  experience  is 
gained  and  all  exemption  rules  are 
finalized.  UGI  Corporation  urged  a  delay 
until  the  Department  of  Energy  sends  to 
Congress  its  PURPA  section  306  report 


*Ascard  Inc.,  suggests  that  the  constitutionality  of 
section  202  is  in  doubt.  Other  forums  are  more 
appropriate  for  resolution  of  that  question;  the 
Commission's  task  is  to  carry  out  Congress' 
mandate. 
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relating  to  end-use  rate  design  for 
natural  gas.  Others  were  more  specific 
and  suggested  delays  from  one  up  to  ten 
years.  Southern  Nevada  Industrial 
Customers  suggested  that  the 
Commission  promulgate  the  Phase  II 
rule  now  but  establish  a  much  later 
effective  date.  Colorado  Interstate  Gas 
Company  suggested  that  the 
Commission  ask  Congress  for  more  time. 

Other  comments  suggested  various 
phased-in  approaches.  Ford  Motor 
Company  submitted  that  a  phased-in 
approach  with  annual  reviews  will 
provide  flexibility  and  avoid  subjecting 
more  companies  to  incremental  pricing 
until  large  volumes  of  incrementally 
priced  gas  hit  the  market.  Cast  Metals 
Foundation  suggested  a  gradual 
phasing-in  at  20  percent  of  the  affected 
industrials  per  year  until  all  100  percent 
are  included  in  the  program. 

Few  comments  expressed  favor 
towards  an  immediate  rule  expanding 
coverage.  However,  Congressman 
Dingell  of  Michigan  and  Boston  Gas 
Company  favored  such  an  approach. 
Congressman  Dingell  stated  five  reasons 
why  a  Phase  II  rule  is  needed  now:  (1) 
Industrials  who  wanted  more  gas 
supplies  and  are  getting  them  now 
should  pay  their  fair  share  for  those 
supplies  now;  (2)  industrials  must  be 
encouraged  to  conserve;  (3)  market 
disorders  during  the  transition  period 
before  1985  must  be  avoided;  (4) 
businesses  should  be  given  time  to  plan  * 
for  decontrol;  and  (5)  the  Commission 
should  have  the  opportunity  to  fine-tune 
its  program  before  1985.  Boston  Gas 
made  the  point  that  the  Commission 
may  lack  statutory  authority  to  expand 
the  program  later  on. 

The  Commission  is  sympathetic  to 
suggestions  that  it  defer  Phase  II.  It 
would  be  desirable  to  have  more 
knowledge  and  experience  with 
incremental  pricing  before  issuing  a 
Phase  II  rule.  But  section  202,  in  the 
Commission’s  judgment,  requires  a  rule 
to  expand  the  program  to  industrial  non¬ 
boiler  fuel  uses,  and  leaves  no  room  for 
delay.  It  states: 

Not  later  than  18  months  after  the  date  of  the 
enactment  of  this  Act,  the  Commission  shall, 
by  rule,  prescribe  an  amendment  to  the  rule 
required  under  section  201  *  *  *  (Emphasis 
added.) 

Any  expansion  of  incremental  pricing 
to  industrial  uses  other  than  boiler  fuel 
requires  that  a  rule  be  issued  on  or 
before  May  9, 1980.  If  disapproved  by 
Congress,  provision  is  made  for 
submitting  other  Phase  II  rules. 

However,  a  failure  to  act  now  may 
legally  foreclose  the  possibility  of  a  later 
expansion  of  the  program’s  scope. 
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should  it  be  decided  that  such  would  be 
in  order. 

The  Commission  is  not  persuaded  by 
the  comments  of  the  American  Gas 
Association,  Northern  Petrochemical 
Company  and  others  that  there  is 
discretion  in  the  NGPA  to  delay  and 
expand  the  scope  by  later  rulemaking. 

To  interpret  section  202  in  relation  to 
section  201(a)  in  the  manner  suggested 
would  obviate  section  202.  The 
Commission  concludes  that  the  language 
of  section  201(a)  authorizing 
amendments  does  not  apply  to 
amendments  that  seek  to  broaden  the 
scope  of  the  program,  which  are  the  sole 
consideration  of  section  202. 

The  section  202  rule  is  an  amendment 
to  the  section  201  rule;  but  it  is  not  the 
type  of  amendment  contemplated  by 
section  201(a).  According  to  the 
Statement  of  Managers  (page  96)  section 
201  “applies  to  industrial  boiler  fuel 
facilities  only."  Consequently,  any 
amendment  referred  to  in  section  201(a) 
must  relate  to  industrial  boiler  fuel  use. 
In  contrast,  section  202  specifically 
relates  to  matters  not  covered  by  section 
201.  It  calls  for  a  single  amendment  to 
the  section  201  rule  and  then  only  to  add 
coverage  to  the  rule.  And  section  206(d), 
which  does  permit  certain  amendments 
to  the  section  202  rule,  only  provides  for 
exemptions  to  that  which  is  already 
included. 

Stated  simply,  the  legislative  scheme 
of  Title  II  is  that  the  Phase  II  rule 
delineates  the  maximum  scope  of  the 
incremental  pricing  program.  The 
Commission  is  of  the  opinion  that  once 
the  Phase  II  rule  is  adopted,  the  scope  of 
the  incremental  pricing  program  may  be 
contracted  but  may  not  be  expanded.  It 
follows  that  in  order  to  give  Congress  a 
meaningful  Phase  II  option,  the 
Commission  must  issue  a  Phase  II  rule 
by  May  9, 1980,  premised  on  the 
understanding  that  no  statutory 
provision  is  made  for  a  later  expansion 
of  that  rule  by  the  Commission, 

The  Commission  must,  therefore,  act 
now,  even  in  the  face  of  acknowledged 
uncertainty,  in  order  to  carry  out  the 
Congressional  intent  that  it  be  given  a 
meaningful  expansion  of  incremental 
pricing  from  boiler  fuel  to  other 
industrial  uses.  A  broad  Phase  II  rule 
can  always  be  followed  by  section 
206(d)  exemptions. 

The  Commission  is  also  sympathetic 
to  and  has  tried  to  respond  to  requests 
that  all  other  statutorily  required 
exemptions  be  finalized  prior  to  making 
the  Phase  II  rule  effective.  Final  rules 
implementing  the  mandatory  small 
boiler  and  agricultural  use  exemptions 
are  being  issued  simultaneously  with 
this  Phase  II  rule.  But  with  respect  to 
discretionary  exemptions  under  section 
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206(d),  the  Commission  is  not  yet  in  a 
position  to  commit  to  any  broad 
exemption  plan.  The  Commission  is 
concerned  that  generic  exemptions 
could  become  so  numerous  as  to  reduce 
the  Phase  II  rule  to  a  hollow  shell.  The 
only  prudent  course  is  to  provide  for  the 
broadest  possible  program  at  this  time. 
By  doing  so,  in  addition  to  preserving 
the  scope  of  the  program,  the 
Commission  will  retain  the  opportunity 
to  revise  and  adjust  the  program  as 
knowledge  and  experience  develop 
further.  Furthermore,  during  the 
transition  period  before  1985,  industry 
as  a  whole  will  be  able  to  acclimate 
itself  to  scheduled  deregulation.  Thus, 
with  this  approach,  a  functioning 
incremental  pricing  program  will  be  in 
place  when  deregulation  occurs. 

Accordingly,  this  Phase  II  rule  applies 
to  all  industrial  gas  users.  Because  the 
Commission  recognizes  that  industry 
must  have  an  opportunity  to  gain  an 
understanding  of  the  Phase  II  rule  and 
plan  for  its  implementation,  the  effective 
date  of  the  Phase  II  amendment  shall  be 
delayed  to  the  maximum  extent 
permitted  by  the  Statute,  which  is  90 
days  after  the  Congressional  review 
period  has  ended. 

B,  Scope  of  the  Phase  II  Rule.  The 
Commission’s  Notice  of  Proposed 
Rulemaking  proposed  to  bring  all 
industrial  users,  other  than  those 
specifically  excluded  by  statute  and 
except  for  those  users  who  consume 
small  amounts  of  gas,  within  the  scope 
of  the  incremental  pricing  rule.  A 
majority  of  commenters  urged  the 
Commission  not  to  expand  the  scope  of 
incremental  pricing  beyond  the  existing 
Phase  I  rule.  Most  asserted  that  the 
proposed  broad  Phase  II  rule  utilizing  a 
three-tier  alternative  fuel  price  ceiling 
would  have  disastrous  effects  on  the 
economy  and  on  their  particular 
industries.  These  commenters  forecast 
increased  inflation  and  unemployment, 
fuel  switching  leading  to  increased 
dependence  on  foreign  oil,  plant 
closings,  and  other  effects  harmful  to 
industry  in  particular  and  the  national 
economy  in  general.  On  the  other  hand, 
some  commenters  argued  that  these 
forecasts  of  economic  doom  were 
exaggerated  and  that  a  broad  Phase  II 
rule  would  best  implement 
Congressional  purposes. 

Many  of  the  commenters  urged  the 
Commission  to  adopt  a  liberal  approach 
to  granting  exemptions  from  any  final 
rule  of  broad  applicability.  Pacific  Gas 
and  Electric  Company,  GTE  Products 
Corporation,  and  Johns-Manville 
Corporation,  among  many  others,  urged 
the  Commission  to  exempt  uses  of 
natural  gas  for  which  no  reasonably 
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feasible  alternative  fuel  oil  capability 
exists.  Some  industrial  processes  require 
controlled  temperatures  or  clean  flame 
characteristics  which,  it  is  suggested, 
can  be  achieved  only  with  natural  gas. 
Many  feedstock  uses  require  the 
particular  chemical  characteristics  of 
natural  gas.  Many  commenters  argued 
that  because  of  an  absence  of 
alternative  fuel  capability,  they  are 
“captive"  users  unable  to  switch  fuels 
regardless  of  price  and  unable  to 
conserve  signiflcantly  without  reducing 
production.  These  users  argued  that 
application  of  incremental  pricing  to 
their  operations  would  create  economic 
hardship  that  would  more  than  offset 
any  direct  benefit  to  exempt,  high- 
priority  users.  Furthermore,  some 
pointed  out  that  most  process  and 
feedstock  uses  of  natural  gas  are  in  fact 
deHned  as  hig^-priority  uses  under 
Commission  and  state  curtailment  plans. 

For  similar  reasons,  several 
commenters,  including  Northern  Illinois 
Gas  Company,  the  American  Iron  Ore 
Association  and  Korf  Industries, 
recommended  that  natural  gas  used  for 
plant  protection  be  exempt  from 
incremental  pricing.  Ideal  Basic 
Industries,  Inc.  urged  the  Commission  to 
exempt  gas  use  which  is  necessary  for 
environmental  or  industrial  safety 
reasons.  Avery  International  suggested 
that  gas  used  for  mandated  emission 
control  devices  should  be  exempt. 

Phelps  Dodge  Corporation  argued  that 
natural  gas  used  as  ignition  fuel  or  for 
flame  stabilization  should  be  exempt. 
Milwaukee  Solvay  Coke  Company  urged 
the  Commission  to  exempt  gas  used  in 
mixtures  of  coke-oven  gas. 

Other  commenters  asserted  that  the 
national  interest  and  economic 
considerations  require  that  certain 
industries  or  classes  of  industries  be 
excempt  from  incremental  pricing.  For 
example.  Potters  Industries,  Inc.  urged 
the  Commission  to  exempt  gas  used  to 
manufacture  products  which  are 
particularly  sensitive  to  competition 
from  foreign  imports.  A  joint  comment 
from  North  Carolina  concerns  suggested 
that  the  Commission  exempt  all  gas 
used  to  manufacture  necessities  such  as 
food,  clothing  and  shelter.  Certain  Teed 
Corporation  urged  an  exemption  for  the 
insulation  industry,  the  Cast  Metals 
Foundation  urged  an  exemption  for  the 
foundry  industry,  Sikes  Corporation 
urged  an  exemption  for  the  ceramic  tile 
industry,  the  National  Clay  Pipe 
Institute  urged  the  same  for  the  clay 
pipe  industry.  Schenley  Distillers,  Inc. 
recommended  an  exemption  for  gas 
used  in  the  production  of  anhydrous 
alcohol  for  gasohol,  and  Cabot 
Corporation  urged  an  exemption  for  gas 


used  to  manufacture  corrosion  resistant 
alloys,  high  temperature  alloys,  and 
stainless  steels.  Other  commenters 
made  similar  requests  citing  the  national 
importance  of  their  particular  gas  uses 
and  the  inability  of  their  industries  to 
pass  on  such  cost  increases  as  would 
occur  should  the  Phase  II  rule  be 
promulgated  as  proposed. 

From  the  number  and  quality  of  the 
comments  received  in  this  proceeding,  it 
is  obvious  that  the  asserted  equities' 
involved  in  determining  the  scope  of 
Phase  II  are  exceedingly  complex.  If  the 
Commission  were  to  exempt  firms  or 
industries  without  alternative  fuel 
capability  or  on  some  other  basis  such 
as  social  need,  national  defense,  or 
potential  economic  disadvantage,  the 
exemptions  would  soon  swallow  the 
rule.  To  grant  some  of  the  requested 
exemptions  and  deny  the  rest  could 
produce  highly  inequitable  results.  In 
order  to  provide  Congress  with  a 
proposed  rule  that  would  significantly 
expand  Phase  I  coverage,  the  Phase  U 
rule  must  be  broad  in  its  application. 

The  record  indicates  that  any  significant 
attempt  by  the  Commission  to  fashion 
generic  exemptions  would  be  complex 
and  inequitable  and  could  eventually 
result  in  a  hollow  Phase  II  rule  that  adds 
relatively  little  expansion  to  the 
program. 

The  Commission  is  continuing  to 
develop  a  meaningful  yet  equitable 
approach  for  the  treatment  of  generic 
exemptions  from  the  incremental  pricing 
program.  It  is  the  Commission’s  belief 
that  section  206(d)  provides  the  primary 
statutory  vehicle  for  granting  relief  in 
the  form  of  full  or  partial  exemptions. 
Any  exemption  granted  pursuant  to 
section  206(d]  must  undergo 
Congressional  review  prior  to  taking 
effect,  and  the  Commission  believes  the 
Congress,  by  inclusion  of  the  section 
206(d)  mechanism  in  the  NGPA, 
expressed  a  preference  for  reviewing 
exemptions  from  the  program.  Thus,  the 
Commission  intends  to  restrict  its  use  of 
its  adjustment  authority  under  section 
502(c)  of  the  NGPA.  Section  502(c) 
adjustments  will  be  granted  only  in 
those  cases  where  the  most  special  of 
special  hardship  can  be  demonstrated  or 
where  a  unique  set  of  circumstances 
unequivocably  warrants  relief  from 
incremental  pricing. 

The  Straddle  Plant  Group  and  several 
individual  natural  gas  liquid  separation 
facilities  argued  that  the  natural  gas 
they  purchase  should  not  be  subject  td 
incremental  pricing.  They  argued  that 
Title  II  should  not  apply  because  they  do 
not  "use”  or  “consume”  all  the  gas  that 
they  purchase.  Of  the  total  volume  of 
natural  gas  which  enters  a  separation 


plant,  most  leaves  in  the  form  of  natural 
gas,  some  leaves  in  the  form  of  natural 
gas  liquids,  and  the  rest  is  consumed  in 
the  process.  For  example,  100  MMBtu’s 
of  gas  may  enter  a  particular  separation 
plant.  After  processing,  the  gas  stream 
that  exits  the  plant  will  typically  contain 
80  MMBtu’s  of  gas.  Fifteen  MMBtu’s 
may  be  extracted  in  the  form  of  natural 
gas  liquids.  Only  the  5  MMBtu’s  of 
natural  gas  which  is  consumed  in  the 
process  is  incrementally  priced  under 
the  Phase  II  rule  below.  This  is  not  the 
result  of  a  partial  exemption.  In  the 
above  example,  80  MMBtu’s  were 
returned  from  the  plant  in  the  form  of 
natural  gas  supplies.  Fifteen  MMBtu’s 
were  separated  from  the  gas  stream  but 
remained  as  useful  energy  supplies  in 
the  form  of  propane,  butane  and  other 
natural  gas  liquids.  Because  the 
separation  plant  actually  uses  only  5 
MMBtu’s  of  gas,  only  the  5  MMBtu’s 
would  be  subject  to  incremental  pricing 
under  Title  II. 

Most  commenters  strongly  urged  the 
Commission  to  continue  the  exemption 
for  small  users  of  both  boiler  and  non¬ 
boiler  fuel.  The  permanent  exemption 
for  small  boiler  users  required  by 
section  206(a)(2)  of  the  NGPA  will  be 
promulgated  in  Docket  No.  RM80-24.’ 
Also,  a  rule  applicable  to  new,  small 
boiler  users  will  be  adopted  in  Docket 
No.  RM79-48.* 

In  the  Notice  of  Proposed  Rulemaking 
issued  in  this  docket,  the  Commission 
proposed  to  exempt  from  incremental 
pricing  those  small  users  that  did  not 
consume  more  than  an  average  of  300 
Mcf  per  day  (or  the  permanent  threshold 
established  in  accordance  with  section 
206(a)(2)  of  the  NGPA,  if  lower)  for  non¬ 
boiler  fuel  use  during  any  month 
commencing  with  May,  1980.  Although 
the  comments  strongly  supported  this 
exemption,  several  commenters 
suggested  modifications.  Mississippi 
Valley  Gas  Company,  Municipalities  for 
Small  Industrial  Consumers,  and  Kyle 
Associates,  among  others,  recommended 
that  the  threshold  for  the  small  non¬ 
boiler  use  exemption  be  set  at  300  Mcf 
per  day  even  if  the  threshold  for  the 
small  boiler  fuel  use  exemption  is  lower 
as  a  result  of  the  5  percent  rule  required 
by  section  206(a)(2).  Northern  Natural 
Gas  Company  suggested  that  the  small 
industrial’s  gas  use  be  examined  once  a 
year  to  establish  eligibility  for  the 
exemption  on  an  annual  basis.  Under 
such  a  procedure,  a  small  user  would 
not  lose  its  exemption  if  gas  use  for  one 
month  exceeded  300  Mcf  per  day 


''See  Notice  of  Proposed  Rulemaking,  Docket  No. 
RM80-24  (March  6. 1980). 

'See  Notice  of  Proposed  Rulemaking,  Docket  No. 
RM  79-48  (September  28, 1979). 
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because  of  seasonal  variations  or 
unanticipated  peak  requirements. 
Northern  Illinois  Gas  Company  noted 
that  the  small  non-boiler  use  exemption 
as  proposed  drew  a  harsh  line.  An 
industrial  that  uses  more  than  300  Mcf  of 
gas  per  day  has  all  of  its  gas  subject  to 
incremental  pricing  surcharges  whether 
it  uses  301  or  100,000  Mcf  of  gas  per  day. 
However,  an  industrial  facility  that  uses 
299  Mcf  of  gas  per  day  is  totally  exempt. 
To  relieve  this  harsh  effect.  Northern 
Illinois  Gas  Company  and  Koppers 
Company,  Inc.  urged  the  Commission  to 
adopt  a  rule  which  would  exempt  the 
first  300  Mcf  per  day  of  non-boiler  use 
for  all  industrial  facilities.  The 
Commission  finds  considerable  merit  in 
this  approach  and  has  made  it  a  part  of 
the  Phase  II  rule. 

Under  the  rule  adopted  by  this  order, 
a  facility  whose  Phase  11  non-boiler  uses 
average  300  Mcf  per  day  or  less  during 
any  month  is  totally  exempt  from 
incremental  pricing  (with  respect  to 
Phase.II  use)  for  that  month.  If  a 
facility’s  Phase  II  uses  average  more 
than  300  Mcf  per  day  during  a  month, 
only  those  volumes  consumed  in  excess 
of  300  Mcf  per  day  are  incrementally 
priced.  Thus,  a  facility  averaging  380 
Mcf  per  day  of  nonboiler  fuel  use  during 
a  month  would  have  80  Mcf  per  day 
subject  to  incremental  pricing 
surcharges. 

The  Commission  believes  that 
exempting  the  first  300  Mcf  per  day  of 
monthly  average  use  is  a  simple  and 
equitable  approach  to  the  small  non¬ 
boiler  use  exemption.  Problems 
associated  with  establishing  eligibility 
for  the  small  user  exemption  as 
originally  proposed  are  removed.  A 
facility  whose  requirements  fluctuate 
from  month  to  month  around  the  300  Mcf 
per  day  level  will  face  lower  and  more 
stable  gas  costs  than  would  have  been 
the  case  under  the  originally  proposed 
small  non-boiler  use  exemption.  With 
the  approach  adopted  herein,  the  impact 
of  incremental  pricing  will,  to  a  greater 
extent,  be  within  the  control  of  the  small 
marginal  user.  For  most  facilities  the 
increased  costs  should  not  be  so  high  as 
to  induce  non-productive  capital 
expenditures  to  install  alternative  fuel 
capability.  Nevetheless,  the  increased 
cost  of  gas  over  the  300  Mcf  per  day 
average  should  provide  an  incentive  for 
such  a  facility  to  conserve.  The 
Commission  believes  that  all  of  a  user's 
natural  gas  consumption  need  not  be 
incrementally  priced  to  induce 
appropriate  conservation  efforts. 
Sufficient  incentive  exists  if  the 
marginal  use  is  so  priced. 

In  addition,  the  Phase  II  rule  places  a 
proportionally  greater  impact  on  large 


users.  A  facility  that  averages  2,000  Mcf 
per  day  of  non-boiler  use  will  have  85 
percent  of  this  gas  incrementally  priced; 
a  facility  that  averages  600  Mcf  per  day 
of  such  use  will  have  only  50  percent  of 
the  gas  incrementally  priced. 
Accordingly,  the  incentive  to  make 
conservation  or  conversion  investments 
is  greater  for  the  large  users  who  are 
more  likely  to  find  the  absorption  of 
such  investments  economically  feasible. 

Small  user  exemptions  for  boiler  fuel 
use  and  non-boiler  fuel  use  will  be 
treated  separately  under  an  additive 
approach.  Thus,  a  facility  that  in  1977 
used  an  average  of  250  Mcf  per  day  as 
boiler  fuel  (Phase  I  use)  and  which  uses 
an  average  of  400  Mcf  per  day4n  non¬ 
boiler  (Phase  II)  applications  would 
qualify  for  both  small  user  exemptions. 
Only  100  Mcf  per  day  of  the  Phase  II 
non-boiler  fuel  use  would  be  subject  to 
incremental  pricing  surcharges. 

The  only  industrial  non-boiler  use  of 
natural  gas  falling  within  the  potential 
scope  of  Phase  II  that  is  excluded, 
specifically  excluded  from  this  Phase  II 
rule,  is  pipeline  compressor  fuel.  The 
cost  of  natural  gas  used  as  compressor 
fuel  is  treated  as  a  general  pipeline 
expense,  to  be  recovered  evenly  from  all 
customers.  Because  pipelines  would  be 
allowed  to  pass  along  the  full  increased 
cost  of  compression  if  such  fuel  were 
incrementally  priced,  there  is  no 
likelihood  that  the  market  ordering 
objective  of  incremental  pricing  would 
be  advanced  by  bringing  pipeline 
compressor  fuel  within  the  scope  of 
Phase  II. 

Concurrently,  incrementally  pricing 
pipeline  compressor  fuel  will  not 
contribute  to  residential  and  high 
priority  price  sheltering,  because  all 
customers  would  pay  for  the  increased 
cost  of  compression.  The  purposes  of 
Title  II  have,  throughout  the  course  of 
this  proceeding,  served  as  the 
Commission’s  guide.  In  the  case  of 
pipeline  compressor  fuel,  this  guide  has 
led  the  Commission  to  the  conclusion 
that  incremental  pricing  should  not  be 
imposed. 

'The  rules  exempting  agricultural  uses 
from  incremental  pricing  are  being 
considered  in  separate  dockets.’ Exempt 
agricultural  use  will  not  be  considered 
in  determining  the  300  Mcf  per  day  non¬ 
boiler  use  exemption  established  by  this 
order.  Thus,  if  a  facility  uses  an  average 
of  900  Mcf  per  day  in  non-boiler 
applications,  with  200  Mcf  of  this 
eligible  for  an  agricultural  exemption, 
the  facility  would  pay  surcharges  on  400 
Mcf  per  day.  The  exempt  500  Mcf  per 

*See  Notice  of  Proposed  Rulemakings.  Docket 
Nos.  RM80-28  and  RM80-29  (45  FR  15563,  March  11. 
1980). 


day  would  be  comprised  of  the  first  300 
Mcf  per  day  plus  the  200  Mcf  per  day 
agricultural  exemption. 

C.  The  Alternative  Fuel  Price  Ceiling. 
In  the  Phase  II  Notice  of  Proposed 
Rulemaking  the  Commission  proposed 
that  the  alternative  fuel  price  ceiling  to 
be  applied  to  non-exempt  industrial 
facilities  subject  to  Phase  II  should  be 
the  same  three-tier  system  of  price 
ceilings  that  was  adopted  in  Phase  I  of 
the  incremental  pricing  program. 
However,  as  explained  below,  the 
Commission  has  determined  that  a 
three-tier  alternative  fuel  price  ceiling 
should  not  be  adopted  for  Phase  II, 
Instead,  the  Commission  has  adopted  a 
single-tier  alternative  price  ceiling  based 
on  the  price  of  No.  6  high  sulfur  fuel  oil. 

Section  204(e)  of  the  Natural  Gas 
Policy  Act  requires  that  for  both  Phase  I 
and  Phase  II,  the  Commission  is  to 
establish  an  alternative  fuel  price  ceiling 
for  incrementally  priced  industrial 
facilities.  That  ceiling  is  to  be  the  price 
of  No.  2  fuel  oil  unless  the  Commission 
determines  that  the  ceiling  price  is  to  be 
an  amount  not  lower  than  the  price  for 
No.  6  fuel  oil.  Generally  speaking,  the 
Commission  may  reduce  the  alternative 
fuel  price  ceiling  below  the  level  of  the 
price  for  No.  2  fuel  oil  if  such  action  is 
necessary  to  prevent  industrial  load  loss 
that  results  in  rate  increases  to  high-  • 
priority  customers.  The  Commission’s 
specific  authorization  to  reduce  the 
alternative  fuel  price  ceiling  is  set  forth 
in  section  204(e)(2): 

(2)  Reduction  of  appropriate  alternative 
fuel  cost  allowed. — ^The  Commission  may,  by 
rule  or  order,  reduce  the  appropriate 
alternative  fuel  cost — 

(A)  for  any  category  of  incrementally 
priced  industrial  facilities,  subject  to  the  rule 
required  under  section  201  (including  any 
amendment  under  section  202  to  such  rule) 
located  within  any  region  and  served  by  the 
same  interstate  pipeline;  or 

(B)  for  any  specific  incrementally  priced 

industrial  facility  which  is  subject  to  such 
requirements  and  which  is  located  in  any 
region;  ' 

to  an  amount  not  lower  than  the  price,  per 
million  Btu’s,  for  Number  6  fuel  oil 
determined  by  the  Commission  to  be  paid  in 
such  region  by  industrial  users  of  such  fuel,  if 
and  to  the  extent  the  Commission  determines, 
after  an  opportunity  for  written  and  oral 
presentation  of  views,  data,  and  arguments, 
that  such  reduction  is  necessary  to  prevent 
increases  in  the  rates  and  charges  to 
residental,  small  commercial,  and  other  high- 
priority  users  of  natural  gas  which  would 
result  from  a  reallocation  of  costs  caused  by 
the  conversion  of  such  industrial  facility  or 
facilities  form  natural  gas  to  other  fuels, 
which  conversion  is  likely  to  occur  if  the  level 
of  the  appropriate  fuel  cost  were  not  so 
reduced. 

In  Phase  I  of  the  incremental  pricing 
program,  the  Commission  adopted  a 
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three-tier  system  of  price  ceilings  as  a 
means  of  balancing  the  objectives  of 
maximizing  the  passthrough  of  "high 
price”  gas  costs  to  boiler  fuel  users  and, 
on  the  other  hand,  preventing  load 
shifting  that  would  increase  rates  and 
charges  to  high-priority  users. Under 
this  system,  regional  prices  for  No.  2  fuel 
oil,  low-sulfur  No.  6  fuel  oil,  and  high- 
sulfur  No.  6  fuel  oil  are  designated  as 
ceilings  on  the  price  of  gas  for  industrial 
boiler  fuel  users.  The  ceiling  for  a 
particular  user  is  to  be  equal  to  the  price 
of  the  least  expensive  fuel  oil  that  the 
customer  has  the  installed  capability 
and  legal  authority  to  bum. 

At  the  same  time  that  the  Commission 
adopted  the  rule  for  a  three-tier  system 
of  price  ceilings,  it  also  adopted  an 
exemption  to  that  rule.  Pursuant  to  its 
authority  under  section  206(d]  of  the 
NGPA,  the  Commission  determined  that 
until  November  1, 1980.  a  single  price 
ceiling  set  at  the  high-sulfur  No.  6  price 
level  should  be  used.”  The  Commission 
reasoned  that  a  delay  in  implementing 
the  three-tier  system  was  necessary  to 
permit  industry  an  opportimity  to  adjust 
to  the  incremental  pricing  program. 

Also,  it  was  determined  that  the  delay 
would  permit  the  Energy  Information 
Administration,  the  organization  with 
responsibility  for  gathering  price  data 
and  computing  price  ceilings,  to  gain 
experience  in  meeting  the  incremental 
pricing  data  needs. 

As  required  by  section  206(d)(2)  the 
exemptive  rule  was  submitted  to 
Congress  for  its  review  and  possible 
one-House  disapproval.  Neither  House 
disapproved  the  delay  of  the  three-tier 
ceiling  and  the  rule  became  effective 
December  1, 1979.  In  an  order  that  is 
being  issued  concurrently  with  this 
Phase  II  rule,  the  Commission  is 
submitting  for  Congressional  review 
another  rule  under  section  206(d)  that 
would  delay  implementation  of  the 
three-tier  ceiling  for  Phase  I  for  an 
additional  year. 

For  Phase  II  the  Commission’s  Notice 
of  Proposed  Rulemaking  provided  that 
the  three-tier  ceiling  approach  adopted 
in  Phase  I  be  applied  to  an  expanded 
incremental  pricing  program.  In  the 
Notice,  the  Commission  explained  that  a 
three-tier  system  of  price  ceilings  would 
maximize  the  recovery  of  incremental 
costs  from  a  non-exempt  facility  but 
would  also  minimize  the  possibility  that 
a  facility  will  switch  to  an  alternative 
fuel.  In  the  Notice,  the  Commission  also 
suggested  that  a  price  ceiling  identical  to 
that  adopted  in  Phase  I  would  impose 
the  least  administrative  burden  upon 
incrementally  priced  facilities. 


'“Order  No.  50,  issued  September  28, 1979. 
"  Order  No.  51,  issued  September  28, 1979. 


Written  comments  and  hearing 
statements  submitted  in  response  to  the 
proposal  to  extend  the  three-tier  system 
of  price  ceilings  largely  opposed  its 
adoption.  These  comments  argued  that  if 
incremental  pricing  is  to  be  expanded  to 
non-boiler  fuel  uses  the  price  ceiling  for 
facilities  subject  to  Phase  II  should  be 
no  higher  than  the  price  for  high-sulfur 
No.  6  fuel  oil. 

Two  major  themes  supporting  a 
single-tier  No.  6  ceiling  have  emerged. 
First,  many  commenters,  including  AGA, 
INGAA,  the  National  Association  of 
Manufacturers  and  several  state  utility 
commissions,  argued  that  a  three-tier 
ceiling  would  cause  economic 
dislocations  among  those  users  subject 
to  a  Phase  II  rule.  Assuming  the  ceiling 
system  were  to  include  prices  as  high  as 
No.  2  fuel  oil  as  an  alternative  price 
ceiling,  commenters  argued,  industrial 
load  loss  would  occur  on  interstate 
systems  as  a  consequence  of  the 
relocation  of  facilities  using  interstate 
gas  that  is  subject  to  incremental  pricing 
to  intrastate  markets  where  gas  is  not 
subject  to  incremental  pricing.  Also, 
many  of  those  submitting  comments, 
such  as  Herman  Energy  Services  and 
Sun  Pac  Foods,  argued  that  if  the 
incremental  pricing  program  is 
expanded,  a  three-tier  ceiling  will 
exacerbate  the  competitive 
disadvantage  of  domestic  industry 
relative  to  foreign  industry.  Other 
commenters  forecasted  that  a  three-tier 
system  of  price  ceilings  could  cause 
some  industrial  facilities  to  bum 
imported  fuel  oil.  And,  finally,  those 
who  foresaw  unfavorable  economic 
impacts  resulting  from  a  three-tier 
system  alleged  that  industrial  facilities 
that  currently  lack  the  capability  to  bum 
No.  6  fuel  oil  will  make  unproductive 
investments  by  installing  unneeded  No. 

6  fuel  oil  burning  equipment  solely  for 
the  purpose  of  qualifying  for  a  lower 
alternative  fuel  price. 

The  second  major  theme  argued  by 
those  opposed  to  the  adoption  of  a 
three-tier  ceiling  is  that  such  a  system 
will  produce  inequitable  results.  Those 
commenters  asserting  this  view  noted 
that  oil  prices  have  increased 
dramatically  since  enactment  6f  the 
NGPA  and  current  prices  for  No.  6  fuel 
oil  are  now  at  the  level  that  Congress 
expected  for  No.  2  fuel  oil.  Because  of 
these  circumstances,  the  comments 
argued  that  at  a  single-tier  No.  6  ceiling, 
residential  and  other  high-priority  gas 
customers  will  benefit  from  price 
shielding  at  a  level  comparable  to  that 
envisioned  by  Congress  in  1978.  Any 
additional  price  shielding  resulting  from 
adoption  of  a  three-tier  approach  will, 
according  to  these  comments,  mask  the 


price  of  gas  to  high-priority  customers 
and  erode  incentives  to  conserve  gas. 
Moreover,  these  commenters  argued 
that  price  shielding  of  high-priority  gas 
consumers  is  inequitable  to  homeowners 
and  others  that  do  not  have  the 
capability  to  bum  gas.  Commenters 
advocating  this  point  of  view  asserted 
that  oil  consumers  who  would  otherwise 
qualify  as  high-priority  users  if  they  had 
the  capability  to  use  gas  as  their  energy 
source,  will  be  excluded  from  any  price 
shielding  following  rapid  cost  increases. 
And,  it  is  further  alleged,  all  consumers 
will  subsidize  high-priority  gas  users 
because  higher  prices  must  be  paid  for 
those  goods  that  are  manufactured  using 
incrementally  priced  gas.  To  temper 
these  adverse  consequences,  these 
commenters  urged  the  Gommission  to 
adopt  a  single-tier  ceiling. 

Not  all  those  submitting  comments, 
however,  supported  adoption  of  a  single¬ 
tier,  high-sulfur  No.  6  ceiling.  The 
Consumer  Energy  Council  of  America, 
the  New  York  State  Consumer 
Protection  Board  and  other  commenters 
urged  the  Commission  to  adopt  and 
implement  immediately  the  three-tier 
approach  set  forth  in  the  Notice  of 
Proposed  Rulemaking.  Others,  such  as 
the  California  and  Wisconsin  public 
utility  commissions,  urged  the 
Commission  to  phase-in  the  three-tier 
approach  over  time  or  apply  different 
ceiling  prices  to  different  gas  users,  such 
as  a  No.  2  ceiling  for  customers  subject 
to  a  firm  rate  schedule  and  a  No.  6 
ceiling  for  the  interruptible  customers. 
Finally,  other  commenters,  such  as 
Mississippi  Valley  Gas  and  the  North 
Carolina  Utilities  Commission,  et  ai, 
urged  the  Commission  to  adopt  a  fourth 
tier  to  recognize  that  there  are  gas  users 
that  cannot  convert  to  fuel  oil  but  must 
rely  upon  propane  as  an  alternative  fuel. 

1.  Single-Tier  High  Sulfur  No.  6  Fuel 
Oil  Ceiling  for  Phase  II. 

The  Commission  believes  that  many 
of  the  comments  opposing  a  three-tier 
ceiling  provide  compelling  reasons  for 
adopting  a  single-tier  high-sulfur  No.  6 
ceiling.  Although  the  Congress  made  the 
fundamental  determination  that  high- 
priority  users  should  be  shielded  from 
the  near-term  adverse  transitional 
effects  of  deregulation,  it  left  it  to  this 
Commission  to  determine  the  level  of 
the  price  ceiling.  The  only  limitation  is 
that  the  basis  for  the  alternative  fuel 
ceiling  prescribed  by  the  Commission 
must,  pursuant  to  section  204(e)(2),  be 
the  prevention  of  load  loss  that  will 
cause  higher  rates  and  charges  to  be 
levied  upon  high  priority  and  other 
exempt  users.  The  potential  for  this 
effect,  as  expressed  by  many 
commenters,  has  contributed  to  the 
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Commission’s  choice  of  an  alternative 
fuel  price  ceiling. 

As  indicated,  many  commenters 
representing  a  cross  section  of  industrial 
gas  users  have  stated  that  a  three-tier 
ceiling  presents  the  potential  for  severe 
industrial  load  loss.  Assuming  interstate 
pipelines  were  to  experience  such  load 
loss,  increased  rates  and  charges  to 
high-priority  gas  users  could  be 
accelerated  as  a  result  of  the 
reallocation  of  fixed  costs.  This  would 
not  be  a  result  intended  by  the 
Congress. 

But,  at  the  same  time  that  the 
Commission  acts  to  minimize  industrial 
load  loss,  it  must  also  advance  another 
objective  inherent  in  the  NGPA.  The 
Commission  believes  that  Title  II 
reflects  a  Congressional  determination 
that  non-exempt  industrial  users  should 
be  charged  prices  that  more  closely 
reflect  the  commodity  value  of  gas.  By 
charging  industrial  gas  users  a  price 
closer  to  that  of  fuel  oil — the  benchmark 
for  determining  the  commodity  value  of 
gas — the  incremental  pricing  program 
recognizes  that  Federal  natural  gas 
regulatory  policies  have  resulted  in 
underpricing  gas  in  relation  to  its 
commodity  value.  Current  policy,  as 
articulated  by  the  NGPA,  is  designed  to 
increase  production  and  to  discourage 
any  excessive  use  of  this  premium 
energy  source.  The  economic  efficiency 
arguments  made  by  industrial 
commenters  who  caution  against 
artificially  low  prices  to  exempt  users 
would  seem  to  suggest  that,  at  the  very 
least,  the  price  of  gas  to  industrial  users 
themselves  be  raised  to  the  level 
contained  in  this  Phase  II  rule. 

While  the  NGPA  compels  some 
increase  in  industrial  gas  prices,  the 
Commission’s  choice  of  an  alternative 
fuel  price  ceiling  should  be  based  on  a 
balancing  of  several  policy  objectives 
which  include  price  shielding  and  the 
need  to  minimize  industrial  load  loss. 

The  Commission  judges  that  such  a 
balance  is  best  struck  with  a  single-tier 
high-sulfur  No.  6  fuel  oil  ceiling.  In 
adopting  this  single-tier  ceiling,  the 
Commission  notes  the  many  comments 
emphasizing  that  the  price  of  No.  2  oil 
has  risen  to  such  levels  that,  should  the 
price  of  natural  gas  be  forced  to  that 
level,  the  economic  impact  on  industry 
would  be  so  severe  that  in  many 
instances  it  could  not  be  absorbed  and 
rates  would  be  increased  to  exempt 
users.  It  is  noteworthy  that  these  same 
commenters  anticipate  the  cost  of  gas 
could  reach  price  equivalence  with  No.  2 
fuel  oil  upon  deregulation  in  1985.  It  is 
the  premature  establishment  of  such 
prices  by  regulation  rather  than  by  the 
marketplace  that  appears  most 


objectionable  to  industry. 

■The  Commission  also  notes  the 
substantial  rise  in  oil  prices  since  the 
NGPA  was  passed  in  1978  and  the 
particularly  large  increase  in  distillate 
fuel  oil  prices  Many  commenters, 
including  Stauffer  Chemical,  argued  that 
these  price  movements  will  cause  the 
effect  of  a  No.  6  high-sulfur  ceiling  to  be 
as  substantial  as  the  Congress  intended 
when  it  passed  the  NGPA.  ** 

The  adoption  of  a  minimum 
commodity/value  gas  price  for  industry 
should  also  minimize,  if  not  eliminate, 
the  type  of  servere  regional  or 
international  competitive  disruption  that 
was  predicted  in  many  industrial 
comments.  For  example,  there  is 
considerable  doubt  as  to  whether 
incremental  pricing  even  at  higher 
alternative  fuel  ceilings  as  were  in  the 
Commission’s  November  Phase  II 
proposal  would  lead  to  industrial 
relocation  to  intrastate  markets. 
Industrial  users  may  well  confront 
higher  delivered  prices  in  intrastate 
markets  after  deregulation  in  1985 
because  a  greater  fraction  of  intrastate 
gas  will  be  deregulated  at  that  time.  So, 
an  industial  user  would  experience  at 
most  a  four-year  gas  cost  advantage 
from  such  a  move.  A  transitory  benefit 
of  this  nature  would  be  unlikely  to 
induce  significant  industrial  relocation. 

In  this  order  the  Commission  had 
determined  that  the  scope  of  Phase  II 
should  be  applied  broadly  to  include  all 
industrial  gas  users  except  those 
statutorily  exempt.  A  study  undertaken 
by  DOE  for  purposes  of  commenting 
upon  this  rule  suggests  that  a  single^tier 
ceiling  No'  6  fuel  oil,  applied  broadly, 
will  provide  residential  and  commercial 
gas  consumers  a  high  degree  of  price 
shielding  falling  just  short  of  maximum 
protection  in  1984.  Accordingly,  a 
reasoned  response  to  those  comments 
that  foresee  industrial  load  loss  is  to 
adopt  a  high-sulfur  No.  6  ceiling  that  can 
be  expected  to  provide  a  significant 
degree  of  price  shielding. 

Furthermore,  the  Commission  believes 
that  for  Phase  II,  the  No.  6  ceiling  is 


‘‘The  prices  of  fuel  oil  have  risen  significantly 
since  November  1978.  when  the  NGPA  was  enacted. 
The  following  table  summarizes  changes  that  have 
occurred  in  delivered  industrial  prices.  Figures  are 
expressed  in  terms  of  price  per  million  Btu's. 


November. 

1978 

Current* 

$1.73 

$3.34 

3.97 

2.10 

No  ? 

3.10 

•*5.13 

1.75 

2.60 

'Source:  Monthly  Energy  Review.  March  1980. 
"Wholesale  heating  oil. 


more  equitable  than  a  three-tier  system 
of  ceiling  prices.  A  No.  6  ceiling 
responds  to  those  comments  that  argued 
that  it  is  inequitable  for  high-priority  gas 
consumers  to  enjoy  price  shielding  not 
available  to  those  who  must  purchase 
oil  to  operate  their  homes  and 
businesses.  For  residential  and  other 
exempt  users  of  gas,  it  was  the  decision 
of  Congress  to  provide  a  price  shielding 
mechanism  that  is  not  available  to  those 
energy  consumers  that  purchase  and  use 
oil. 

A  No.  6  alternative  fuel  ceiling  also 
responds  to  the  commenters  that  argued 
that  it  is  inequitable  for  the  general 
public  to  pay  for  those  consumer  goods 
which  will  allegedly  bear  higher  prices 
caused  when  manufacturers  pass  on 
their  incremental  gas  costs.  The 
comments  of  the  American  Gas 
Association  typified  this  argument.  AGA 
argued  that  prices  for  many  consumer 
goods  would  be  increased  by  the 
incremental  pricing  program  and  that 
the  effect  of  such  price  increases  would 
be  an  accelerated  rate  of  inflation.  In  a 
later  section  of  this  order,  the 
Commission  has  more  fully  considered 
this  argument  and  concluded  that  most, 
if  not  all,  of  the  increased  inflation 
foreseen  by  the  AGA  will  not  occur.  In 
contrast  to  AGA’s  projections, 
commenters  such  as  DOE  and  the 
Council  on  Wage  and  Price  Stability 
suggest  that  competitive  considerations 
would  likely  preclude  the  flow-through 
of  a  significant  measure  of  increased  gas 
costs.  Also,  AGA’s  analysis  is  premised 
on  an  econometric  model  that 
contemplates  application  of  a  three-tier 
ceiling.  However,  when  considered 
together  with  the  adoption  of  an 
exemption  from  incremental  pricing  for 
the  first  300  Mcf  of  gas  for  all 
incrementally  priced  industrial  facilities, 
the  Commission’s  adoption  of  a  single¬ 
tier  ceiling  should  negate  significant 
price  increases  for  consumer  goods. 

The  No.  6  ceiling  adopted  here  also 
resolves  two  other  concerns.  Several 
commenters  argued  that  many  industrial 
facilities  cannot  use  oil  as  an  alternative 
fuel  but  must  rely  instead  on  propane  as 
the  atlernative  energy  source.  As 
indicated  in  the  Notice  of  Proposed 
Rulemaking,  such  facilities  would  be 
priced  at  the  level  of  No.  2  fuel  oil,  even 
though  the  price  for  propane  is  often 
closer  to  the  price  of  residual  fuel  oil.  By 
the  action  taken  here,  the  Commission 
responds  to  these  comments  by  adopting 
a  single-tier  high-sulfur  No.  6  ceiling. 

Also,  a  high-sulfur  No.  6  ceiling 
responds  to  the  alleged  inequity  created 
as  a  result  of  pricing  a  facility  at  a  No.  2 
ceiling  unless  the  facility  has  the 
capability  to  bum  No.  6  fuel  oil.  All 


Federal  Register  /  Vol.  45.  No.  94  /  Tuesday,  May  13,  1980  /  Rules  and  Regulations 


31631 


facilities  subject  to  a  Phase  II  rule  will 
be  priced  at  a  high-sulfur  No.  6  ceiling 
and,  consequently,  industrial  facilities 
will  not  be  constrained  to  buy  and 
install  equipment  with  the  capacity  to 
bum  No.  6  fuel  oil. 

Finally,  in  applying  the  high-sulfur  No. 
6  ceiling,  the  Commission  has 
determined  that  other  aspects  related  to 
this  ceiling  approach  should  correspond 
to  the  previous  Commission  order  that 
adopted  a  three-tier  ceiling  in  Phase  I. 
Thus,  the  Commission  will  request  EIA 
to  use  the  same  method  for  computing 
the  ceiling  for  Phase  II  as  is  used  for 
computing  the  monthly  ceilings  for 
Phase  I.  Also,  the  Phase  II  ceiling  will  be 
applied  to  the  48  contiguous  states  and 
31  metropolitan  regions.  However,  until 
October  31, 1981,  the  regions  will  be 
limited  to  the  48  contiguous  states. 

2.  State  Authority  to  Limit  First-Year 
Impacts. 

The  Commission  has  also  determined 
to  provide  a  mechanism  to  limit  the  first- 
year  impacts  of  the  Phase  II  incremental 
pricing  program.  The  effect  of  the 
Commission’s  determination  could  serve 
to  lower  the  effective  alternative  fuel 
price  ceiling  for  some  facilities. 

Under  this  mechanism,  each  state  will 
be  given  the  discretion  during  the  Hrst 
year  of  the  Phase  II  incremental  pricing 
program  to  allocate  to  other 
incrementally  priced  gas  users  within 
the  state  that  portion  of  a  non-exempt 
user’s  surcharge  which  exceeds  an 
average  of  75  cents  per  Mcf.  In 
determining  whether  the  surcharge  to  an 
industrial  user  exceeded  an  average  of 
75  cents,  costs  related  to  gas  used  for 
exempt  purposes  would  be  included  in 
that  determination. 

In  choosing  the  75  cent  threshold,  the 
Commission  is  guided  by  the  likely 
average  cost  increases  to  non-exempt 
users  for  the  first  year  and,  also,  the 
Commission’s  judgment  about  when 
greater-than-expected  incremental  cost 
increases  should  be  ameliorated.  The 
Commission’s  best  estimate  is  that  the 
average  first-year  cost  increase  to  Phase 
II  users  will  average  approximately  50 
cents  per  Mcf.  However,  should  oil 
prices  rise  significantly  faster  than 
anticipated,  the  first-year  cost  increases 
would  be  greater  than  expected.  If  the 
average  cost  increases  were  to  increase 
to  75  cents  per  Mcf,  or  50  percent  more 
than  currently  anticipated,  the 
Commission  believes  there  would  exist 
a  sufficient  basis  upon  which  to  take 
mitigating  actions. 

The  mechanism  provided  here  allows 
a  state  to  assess  independently  the 
impact  of  incremental  pricing  upon 
individual  industrial  users  within  the 
state  and  determine  whether  a 


surcharge  in  excess  of  75  cents  presents 
too  severe  a  burden  upon  that  user. 

During  an  informal  conference  held  at 
the  Commission  on  April  15, 1980, 
representatives  from  a  number  of  state 
regulatory  commissions  expressed  doubt 
that  the  authority  to  limit  first-year 
impacts  would  be  exercised.  The 
representatives  cited  possible 
constraints  in  state  laws  against  such 
adjustments.  They  also  cited  practical 
and  policy  considerations  which  might 
lead  a  state  commission  to  decline  to 
make  use  of  any  such  adjustment 
authority.  Nonetheless,  the  Commission 
believes  that  individual  and 
unforeseeable  circumstances  may 
warrant  mitigating  action  and  that  state 
commissions  are  the  proper 
governmental  bodies  to  assess  the 
economic  and  equity  issues  involved. 

The  Commission  believes  it  is 
desirable  to  make  such  authority 
available  for  those  states  which  can  or 
wish  to  make  use  of  such  authority. 

Some  states  indicated  by  written 
comments  and  oral  argument  that  they 
may  be  legally  precluded  from  making 
such  adjustments.  Since  Congressional 
review  of  this  rule  implies  quasi¬ 
legislative  status,  states  may  have 
sufficient  authority  to  prevail  against  a 
challenge  to  this  mitigating  action  as 
violative  of  state  non-discriminatory 
laws. 

D.  Market  Ordering. 

1.  The  threat  of  price  instability  upon 
deregulation.  The  ceiling  price  of  new 
natural  gas  will  be  $2.90  per  Mcf,  or  the 
energy  equivalent  of  $18.00  per  barrel  oil 
(in  constant  1980  dollars],  at  year-end 
1984.  One  day  later,  price  controls  on 
that  gas  will  cease  to  apply. 

The  exact  price  to  which  new  natural 
gas  will  rise  upon  deregulation  will 
depend  upon  market  factors  that  cannot 
be  fully  anticipated  at  this  time.  On 
balance,  the  record  developed  in  this 
proceeding  indicates  that  the  wellhead 
price  of  deregulated  gas  purchased  by 
interstate  pipelines  in  1985  is  likely  to 
rise  significantly  as  a  result  of  two 
influences.  One  influence  is  the  overall 
condition  of  natural  gas  markets;  if 
demand  exceeds  supply  there  will  be 
upward  pressure  on  prices.  The  other 
influence  on  new  gas  prices  will  be  the 
continued  regulation  of  “old”  natural 
gas  at  prices  below  its  commodity  value. 
This  gas  provides  an  opportunity  for 
pipeline  and  distribution  companies  to 
“roll-in”  or  average  this  low-cost  gas 
with  high-cost  gas  and  still  have  a 
marketable  product.  The  result  could  be 
considerable  market  instability. 

Most  comments  that  addressed  the 
pricing  issue  predicted  that  after 
deregulation  the  average  delivered  price 
of  gas  will  move,  over  time,  toward  a 


price  equivalent  to  the  delivered  price  of 
fuel  oil.  If  so,  the  dramatic  run  up  in  fuel 
oil  prices  that  has  occurred  since  the 
NGPA  was  enacted  in  1978  could  cause 
the  wellhead  price  of  new  natural  gas  to 
jump  significantly  when  deregulated  on 
January  1, 1985.  Some  observers  base 
their  assessment  of  where  the  wellhead 
price  of  new  gas  will  go  in  1985  by 
assuming  that  it  will  simply  track  the 
price  of  “high  cost”  gas  that  is  already 
deregulated.  Some  of  this  “high  cost” 
gas  is  being  purchased  today  at  prices 
equal  to  or  greater  than  the  equivalent 
price  of  No.  2  distillate  oil. 

The  current  delivered  price  of  No.  2 
fuel  oil  is  about  $32.00  per  barrel,  or 
$5.50  per  MMBtu.  Assuming  2  percent 
per  year  real  growth  in  the  price  of  No.  2 
fuel  oil  between  now  and  1985,  the  price 
would  be  in  the  $6.00  per  MMBtu  range. 
If  high  cost  gas  prices  remain  tied  to  No. 
2  fuel  oil  prices  and  set  the  market  price 
for  all  deregulated  gas,  then  the  price  of 
new  natural  gas  will  double  upon 
deregulation.  Pipelines  may  be  able  to 
pay  prices  equivalent  to  No.  2  oil  for 
deregulated  new  gas  in  1985  and  yet 
maintain  overall  marketability  due  to 
their  ability  to  blend  this  relatively  high 
priced  block  of  gas  with  lower  priced 
“old”  gas. 

Natural  gas  markets  can  currently 
support  prices  in  the  $6.00  per  MMBtu 
range  for  limited  amounts  of  “high  cost” 
deregulated  gas,  but  there  is  reason  to 
question  whether  such  prices  can  be 
maintained  over  the  long  run.  One 
strong  conclusion  emerging  from  the 
Commission’s  work  on  Phases  I  and  II  of 
incremental  pricing  is  that  there  is  a 
substantial  block  of  demand  in  the 
industrial  and  electric  utility  sectors  that 
has  dual  firing  (natural  gas  and  fuel  oil) 
capability.  Most  industrial  and  electric 
utility  boiler  fuel  use,  and  a 
considerable  portion  of  industrial 
process  use,  will  switch  from  gas  to  oil  if 
relative  prices  favor  such  switching. 
Twenty  to  twenty-five  percent  of 
interstate  demand  is  encompassed  by 
users  with  dual  firing  capability.  Most  of 
these  users  have  the  current  or  technical 
capability  to  bum  residual  fuel  oil,  and 
would  presumably  switch  away  fi-om 
gas  well  before  delivered  gas  prices 
approach  equivalence  with  No.  2  fuel  oil 
prices. 

Confronted  with  the  prospect  of  losing 
so  significant  a  portion  of  their  market, 
interstate  pipelines  will  attempt  to  keep 
the  average  delivered  cost  of  gas 
competitive  with  residual  fuel  oil  prices. 
As  volumes  of  old  gas  decline,  and 
therefore  the  amount  of  subsidization  of 
new  gas  by  old  gas  diminishes,  the 
wellhead  price  of  deregulated  gas  will 
eventually  be  below  the  level  of 
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equivalent  distillate  oil  prices.  If  gas 
supplies  are  ample  and  if  fuel  oil  prices 
remain  as  depressed  as  they  are  at 
present,  it  is  possible  that  any  “spike”  or 
surge  in  deregulated  wellhead  gas  prices 
in  excess  of  long-run  equilibrium  levels 
will  be  both  small  and  short-lived. 
Currently,  industrial  delivered  gas  prices 
are  in  the  general  range  of  delivered 
residual  oil  prices  in  most  regions  of  the 
country. 

Important  gauges  of  gas  market 
conditions  as  1985  approaches  are  (1) 
whether  the  price  of  deregulated  “high 
cost”  gas  is  falling  in  relation  to 
delivered  fuel  oil  prices,  and  (2)  whether 
other  categories  of  gas,  particularly  new 
gas,  are  selling  below  the  applicable 
maximum  lawful  ceilings  set  by  Title  I. 

If  high  cost  gas  prices  remain  at  or 
above  No.  2  fuel  oil  price  levels  in  1984, 
and  if  Title  I  ceiling  prices  are  acting  as 
binding  constraints  on  wellhead  prices, 
then  these  indicators  would  suggest  that 
some  significant  price  jump  can  be 
expected  to  occur  January  1, 1985. 

The  pace  at  which  prices  might  rise  in 
1985  is  also  important.  The  issue  turns  in 
large  measure  on  whether  producers  of 
gas  to  be  deregulated  in  1985  will  have 
contractual  authority  to  immediately 
collect  market  prices,  or  whether  instead 
the  pricing  terms  of  contracts  covering 
deregulated  gas  will  hold  the  price  of 
that  gas  to  some  lower  level. 

In  response  to  questions  posed  by  the 
Commission  on  this  issue,  various 
interstate  pipelines,  including  the  United 
Gas  Pipe  Line  Company,  indicated  that 
all  of  the  contracts  now  written  for  gas 
that  will  be  subject  to  deregulation  in 
1985  contain  so-called  "most  favored 
nation”  clauses  that  are  designed  to  go 
into  effect  on  January  1, 1985,  or 
whenever  gas  covered  by  the  contract  is 
deregulated.  These  clauses  permit  a 
producer  (seller]  to  instantaneously 
adjust  the  price  of  its  deregulated  gas  up 
to  the  highest  prices  being  received  by 
any  producer  in  the  same  field  or  area  in 
which  the  production  subject  to  the 
contract  is  located.  Should  this  type  of 
clause  be  the  rule  rather  thn  the 
exception  with  respect  to  gas  subject  to 
deregulation,  then  the  upward  surge  of 
wellhead  prices  in  1985  could  be  very 
swift. 

The  Commission  was  unable  to 
determine  with  certainty  that  the  use  of 
most  favored  producer  clauses  is  the 
sole  or  predominant  practice  with 
respect  to  gas  subject  to  deregulation. 

This  question  was  directed  to  the 
Interstate  Natural  Gas  Association  of 
America  (INGAA),  which  subsequently 
asked  this  question  of  its  member 
pipelines.  However,  INGAA  was  unable 


to  provide  a  generalized  statement  on 
pipeline  contracting  practices. 

2.  Volumes  subject  to  deregulation  in 
1985.  The  amount  of  gas  that  will  be 
subject  to  deregulation  in  1985,  and 
therefore,  the  resulting  overall  impact  of 
deregulation  on  delivered  gas  prices,  is 
uncertain.  Some  comments, 
nevertheless,  attempted  to  estimate  the 
volume  of  gas  subject  to  deregulation  in 
1985.  The  Department  of  Energy 
estimated  that  between  55  and  65 
percent  of  flowing  gas  in  1985  will  be 
deregulated.  The  American  Gas 
Association  estimated  a  somewhat 
smaller  fraction — 40  percent  of  flowing 
gas  in  1985 — ^being  subject  to 
deregulation.  The  Commission  believes 
that  these  estimates  are  reasonable  and 
provide  a  usefnl  range  for  purposes  of 
examining  the  effects  on  consumers  of 
deregulation  in  1985. 

If  40  percent  of  the  flowing  gas  stream 
in  1985  is  deregulated  and  moves  up  in 
price  by  roughly  $3.00  from  $2.90  per 
MMBtu  to  $6.00,  then  the  average  price 
impact  on  all  flowing  gas  would  be 
approximately  $1.20  per  Mcf  in  1980 
dollars.  If  more  than  60  percent  of  all 
flowing  gas  in  1985  is  deregulated  and 
moves  up  by  the  same  $3.00  increment, 
the  average  impact  on  all  flowing  gas 
would  be  closer  to  $2.00  per  Mcf  in  1980 
dollars.  Such  changes  would  represent  a 
30  percent  increase  over  anticipated 
residential  rates  that  should  be 
approximately  $5.00  per  Mcf  (constant 
1980  dollars)  and  a  40  percent  real 
increase  over  industrial  rates  that  will 
be  in  the  $4.00  per  Mcf  range  at  year  end 
1984.” 

The  Department  of  Energy  expressed 
strong  concern  that  the  impact  of  a  price 
“spike”  at  the  time  of  deregulation  in 
1985  might  be  even  more  pronounced  on 
intrastate  consumers  than  upon 
interstate  customers.  This  larger  impact 
may  result  because,  although  gas  in  the 
intrastate  markets  will  be  regulated  at 
roughly  the  same  level  as  prices  in  the 
interstate  market  through  1984,  the 
amount  of  intrastate  gas  subject  to 
deregulation  in  1985  will  be  far  greater. 

As  much  as  85  to  90  percent  of  all 


regret  that  we  are  not  in  a  position  to  provide 
you  with  sufHcient  information  which  would 
warrant  the  formulation  of  a  generalized  statement 
as  to  the  contracting  practices  of  the  interstate  gas 
transmission  industry  as  a  whole  with  respect  to 
this  subject.  We  did  undertake  to  obtain  such 
information.  However,  the  responses  received  do 
not  provide  a  representative  base,  nor  do  they 
contain  sufficient  content  to  permit  a  meanin^ul 
comparison.  In  that  regard,  we  found  that  certain 
members  were  very  general  in  their  response,  and 
others  declined  to  respond.  (Letter  from  Lawrence 
V.  Robertson,  Jr.,  Vice  President,  General  Counsel 
and  Secretary  of  INGAA,  to  Commissioner  George 
Hall,  dated  February  8, 1980]. 

Based  on  1984  retail  rate  estimates  contained  in 
comments  submitted  by  DOE  (Table  III-5). 


flowing  gas  in  the  intrastate  market  may 
be  deregulated  under  the  terms  of  Title  I 
in  1985.  The  impact  of  deregulation  on 
average  delivered  prices  of  natural  gas 
in  the  intrastate  market  could  therefore 
amount  to  $2.50  or  more  per  Mcf. 

The  DOE  comment,  in  noting  the 
larger  economic  impact  of  the  price 
“spike”  upon  intrastate  pipeliners  and 
their  consumers,  went  on  to  explain  that 
intrastate  pipelines  will  be  placed  at  a 
competitive  disadvantage  vis-a-vis 
interstate  pipelines  with  respect  to 
bidding  for  supplies  of  deregulated  gas. 
The  competitive  disadvantage  to 
intrastate  bidders  arises  from  their 
smaller  endowment  of  lower-priced  gas 
subject  to  continuing  regulation.  The 
larger  endowment  of  lower  priced  gas 
enjoyed  by  interstate  pipelines  will 
permit  them  to  more  heavily  subsidize 
purchases  of  new  gas  out  of  their  old  gas 
“discounts”. 

Whether  there  will  be  a  price  spike 
upon  deregulation,  and  whether  the 
spike  will  have  a  significant  impact  on 
the  distribution  of  gas  between  the  inter- 
and  intrastate  markets  will  depend  to  a 
considerable  degree  on  whether  demand 
and  supply  for  natural  gas  are  in 
balance  in  1985.  If  demand  for  natural 
gas  considerably  exceeds  supply,  there 
is  a  greater  incentive  for  interstate 
pipelines  to  bid  the  price  of  deregulated 
gas  to  levels  above  long  run  market 
clearing  levels.  The  ability  of  interstate 
pipelines  to  bid  higher  than  long  run 
marginal  prices  for  deregulated  gas  and 
yet  maintain  overall  marketability  of  the 
gas  stream  by  averaging  its  cost  could 
result  in  higher  prices  being  bid  by 
interstate  pipelines  than  intrastate 
consumers  would  be  willing  or  able  to 
pay.  Should  deregulated  prices  rise  in 
the  short  run  above  intrastate  market 
clearing  levels,  there  is  the  potential  for 
sudden  redistribution  of  gas  supplies 
between  inter-  and  intrastate  markets 
upon  deregulation  in  1985. 

The  Commission  made  a  substantial 
attempt  to  assess  the  outlook  for  natural 
gas  supply  and  demand  in  1985  as  a  part 
of  its  deliberations  in  this  proceeding. 

On  the  basis  of  comments  received,  the 
Commission  must  first  emphasize  the 
extreme  uncertainty  inherent  in  this 
inquiry.  Natural  gas  markets  have 
changed  dramatically  in  recent  years, 
and  may  well  experience  further  change. 
Nonetheless,  the  body  of  comments 
suggests  that  the  potential  for  market 
imbalance  in  1985  is  very  real. 

Numerous  gas  supply  experts  pointed 
out  that  the  current  rate  of  natural  gas 
production  significantly  exceeds  current 
rates  of  reserve  additions.  Studies 
submitted  for  the  record  in  this 
proceeding,  including  those  by  Edward 
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Erickson  and  James  T.  Jensen,  point  to 
declining  availability  of  conventional 
gas  supplies  over  the  mid-  and  long¬ 
term.  The  consensus  appears  to  be  that 
conventional  lower  48  production  may 
decline  from  a  1978  level  of  19  Tcf  to  16- 
17  Tcf  in  1985,  and  will  continue  to 
decline  to  12-14  Tcf  in  1990. 

A  decline  in  production  is  forecast 
despite  the  current  and  likely  continuing 
upsurge  in  drilling  activity  in  the  United 
States.  According  to  Erickson’s  analysis, 
the  rate  of  drilling  activity  will  have  to 
increase  by  15  percent  per  year  in  each 
year  between  now  and  1985  to  sustain 
current  production  rates  of  natural  gas. 
The  Commission  observes  that  there 
were  record  levels  of  drilling  and  gas 
well  completions  this  past  year  in 
response  to  the  incentive  prices  for 
natural  gas  allowed  under  the  NGPA. 
Approximately  12  percent  more  rotary 
rigs  were  active  in  1979  than  in  1978.  A 
sustained  15  percent  per  year  increase 
through  1985  may  be  achievable,  but  not 
without  a  production  commitment  of 
unprecedented  magnitude  and  duration. 

Further,  the  scheduled  decontrol  of 
crude  oil  by  year-end  1981  has  created  a 
roughly  $5.00  to  $6.00  per  MMBtu 
incentive  for  new  crude  oil  exploration 
and  production.  The  wellhead  natural 
gas  price  schedules  under  the  NGPA 
provide  incentives  roughly  half  of  that 
level.  The  Commission  therefore 
perceives  a  potential  producer  bias 
toward  crude  oil  and  away  from  natural 
gas  during  the  next  few  years  despite 
the  positive  incentives  created  by  the 
Natural  Gas  Policy  Act.  These  factors 
may  make  it  increasingly  difficult  to 
maintain  natural  gas  production  levels 
over  the  next  four  to  five  years. 

While  the  record  in  this  proceeding 
suggests  a  decline  in  natural  gas 
production  over  the  next  decade,  the 
comments  of  many  end  users,  as  well  as 
by  the  American  Gas  Association, 
whose  members  include  a  number  of 
distribution  companies,  reflect  a 
growing  demand  for  natural  gas. 
According  to  the  American  Gas 
Association,  the  “economic  demand”  for 
natural  gas  in  1985  will  be  26  Tcf. 

Current  consumption  is  about  19  Tcf.  In 
light  of  the  current  and  expected  price 
differential  between  natural  gas  and  oil 
products,  demand  for  natural  gas  may 
well  be  increasing. 

In  summary,  most  commenters  appear 
to  be  in  agreement  that  natural  gas 
markets  may  experience  a  substantial 
and  potentially  abrupt  increase  in 
delivered  natural  gas  prices  in  1985.  The 
ability  of  our  economic  and  political 
systems  to  withstand  a  sudden  energy 
price  “shock”  of  the  dimension  that 
might  occur  in  1985  will  no  doubt  be  a 
subject  of  further  debate.  James  T. 


Jensen,  in  his  comments,  expressed  the 
view  that  the  transition  is  inevitable  and 
that  policies  such  as  incremental  pricing 
which  are  designed  to  moderate 
transitional  difficulties  may  create  more 
problems  than  they  cure.  The 
Commission  views  this  as  an  issue  that, 
in  the  instant  proceeding,  must  be 
resolved  by  the  Congress.  But  the  record 
does  tend  to  underscore  and  support  the 
concern  that  the  Congress  had  in  1978 
over  the  possibility  of  a  disorderly 
transition  to  deregulation  in  1985. 

3.  The  Inability  of  Title  II  to  Achieve 
Market  Ordering.  Despite  the  need  to 
achieve  an  orderly  transition  from 
regulated  to  deregulated  gas  markets, 
the  incremental  pricing  program  as 
specified  by  Title  II  of  the  NGPA  does 
not  appear  to  generate  the  type  of 
demand  restraint  that  Congress  sought. 
This  conclusion  stems  from  two  sets  of 
considerations.  The  first  set  derives 
from  the  institutions  and  structure  of  the 
natural  gas  industry.  The  second  set  of 
considerations  stems  primarily  from 
limitations  within  the  statute  itself. 

a.  Institutional  Considerations.  With 
respect  to  institutional  factors  limiting 
the  ability  of  incremental  pricing  to 
restrain  pipeline  bidding  for  deregulated 
gas,  the  Commission  accepts  the  view 
expressed  in  many  comments  stating 
that  industrial  end  users  who  have  little 
or  no  capability  to  switch  to  alternative 
fuels  [e.g.,  most  feedstock  and  many 
process  users)  are  in  a  relatively  weak 
position  to  affect  the  prices  that 
pipelines  will  pay  for  natural  gas.  Only 
by  reducing  substantially  their  takes, 
through  curtailment  of  operations  or 
plant  closings,  can  they  hope  to  have 
any  significant  influence  on  pipeline 
bidding  operations.  Some  conservation 
may  be  achievable  by  users  without  fuel 
switching  capability,  but  the  record 
before  the  Commission  suggests  that  the 
results  of  such  conservation  efforts  are 
likely  to  be  too  gradual,  indirect,  and 
difficult  to  measure  for  these  effects  to 
have  significant  short  term  influence  on 
pipeline  gas  purchasing  decisions.  In 
short,  incremental  pricing  is  designed  to 
exploit  the  demand  responsiveness  of 
price-sensitive  marginal  industrial 
consumers  of  natural  gas.  Where  an 
industrial  customer  does  not  have 
alternative  fuel  capability,  his  short¬ 
term  price  responsiveness  will  be 
inadequate  to  produce  significant 
demand  restraint. 

A  majority  of  comments  filed  in  this 
proceeding  suggest  that  many  process 
uses  of  natural  gas  proposed  to  be  made 
subject  to  the  scope  of  the  Phase  II  rule 
are  not  capable  of  using  alternative  fuels 
in  the  short  run.  The  Commission  is 
uncertain  as  to  what  portion  of  the 


volumes  of  use  subject  to  the  Phase  II 
amendment  do  in  fact  have  a  present  or 
near  term  capability  to  use  an  alternate 
fuel.  The  Commission  believes  that 
many  process  users  of  natural  gas 
currently  without  alternative  fuel 
capability  will  add  such  capability, 
particularly  in  the  form  of  electricity,  if 
such  natural  gas  uses  are  made  subject 
to  incremental  pricing.  For  example, 
comments  by  the  Process  Gas 
Consumers  indicate  that  many  natural 
gas  process  applications  can  and  will  be 
economically  converted  to  electricity 
when  the  delivered  cost  of  gas  is  more 
than  one  third  the  delivered  cost  of 
electricity,  because  end  use  efficiencies 
are  greater  in  electric  applications  and 
the  continued  availability  of  electricity 
is  more  assured.  As  stated,  however,  die 
extent  of  present  or  projected 
alternative  fuel  capability  for  uses 
within  the  scope  of  the  Phase  II 
amendment  is  not  discernible  at  this 
time. 

A  second  institutional  consideration 
perceived  as  limiting  the  ability  of 
incremental  pricing  to  accomplish 
pipeline  bidding  restraint  lies  in  the 
attitudes  of  pipelines  toward  their 
customer  markets.  Several  comments 
explained  that  pipelines  take  a 
relatively  long  term  outlook  when  it 
comes  to  supply  acquisition  decisions. 
Pipelines  are  seldon  deterred  from 
acquiring  high  priced  sources  solely  on 
the  threat  that  such  gas  prices  might 
presently  make  the  gas  unmarketable  to 
industrial  customers  on  a  stand  alone 
basis.  Pipelines  perceive  that  declining 
old  gas  volumes  compel  acquisition  of 
additional  supplies  in  order  to  maintain 
service  to  high  priority  markets  and  are 
unwilling  to  view  the  short-run  threat  of 
unmarketability  to  the  most  price 
sensitive  customer  as  a  deterrent  to  that 
acquisition.  Stated  alternatively, 
pipelines  view  industrial  customers  as 
marginal  customers  in  the  short  run  but 
view  residential  and  high  priority 
customers,  whose  demand  for  gas  is  far 
less  price  sensitive,  as  the  marginal 
customers  over  the  long  run.  It  is  unclear 
whether  end  use  pricing  policy  that 
targets  price  increases  onto  the  short 
run  marginal  customer  can  be  expected 
to  signiHcantly  affect  pipeline 
purchasing  practices  that  are  dominated 
by  long  run  supply  maintenance 
considerations. 

Still  another  institutional 
consideration  reflected  in  the 
Commission’s  record  in  this  proceeding 
is  that  many  industrial  users  find  it  hard 
to  believe  that  they  can  have  any 
significant  influence  on  the  gas 
purchasing  decisions  of  their  interstate 
pipeline  supplier.  Many  industrial  users 
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told  the  Commission  they  never  talk 
directly  to  their  interstate  pipeline 
supplier.  Instead,  they  direct  any  gas 
supply  or  price  problems  to  their  local 
distribution  company  supplier.  These 
commenters  do  not  expect  to 
communicate  directly  with  their 
interstate  pipeline  even  in  the  face  of 
rising  prices  upon  deregulation.  The 
comments  of  interstate  pipelines, 
however,  lead  the  Commission  to 
believe  that  interstate  pipelines  are 
much  more  sensitive  to  and  concerned 
about  the  status  of  their  industrial 
customers,  even  industrial  customers 
served  indirectly  through  local 
distribution  company  suppliers,  than  is 
commonly  recognized  by  the  industrial 
customer. 

A  final  institutional  consideration 
raised  in  the  comments  received  that 
may  limit  the  ability  of  incremental 
pricing  to  achieve  its  market  ordering 
objective  is  the  role  of  the  states  in  the 
overall  program.  As  noted  previously,  a 
majority  of  states  have  raised  the  rates 
charged  by  local  distribution  companies 
to  industrial  customers  up  to  or  above 
the  Federally  determined  alternative 
fuel  price  ceiling.  This  action  is  taken  in 
order  to  capture  the  maximum  price 
shielding  benefit  for  high-priority 
customers  within  each  state.  However,  a 
side  effect  of  state  level  incremental 
pricing  is  that  industrial  users  may 
perceive  the  state,  rather  than  the 
interstate  pipeline  purchaser,  as  the 
cause  (and  cure)  of  high  delivered  gas 
prices.  In  effect,  state  level  incremental 
pricing  may  remove  any  perceived 
reason  for  industrial  customers  to 
appeal  to  their  pipeline  to  keep  the  price 
of  gas  within  reasonable  limits.  Instead, 
industrial  users  may  incorrectly 
perceive  that  their  efforts  would  be 
more  usefully  directed  at  state 
ratemaking  policy. 

b.  Statutory  Considerations.  Even  if 
the  first  set  of  considerations  relating  to 
the  possible  institutional  limitations  on 
the  efficacy  of  Phase  II  can  be 
overcome,  there  is  a  second  set  of 
considerations  that  leads  the 
Commission  to  question  the  ability  of 
Title  II  to  achieve  its  market  ordering 
purposes.  These  considerations  stem 
from  limitations  and  inconsistencies  in 
the  structure  of  Title  II  itself.  It  appears 
that  Congress  intended  that  the  threat  of 
industrial  load  loss  create  an  incentive 
on  pipelines  to  moderate  their 
purchased  gas  costs.  This  threat  is 
present,  however,  only  if  incremental 
pricing  can  take  the  delivered  price  of 
industrial  gas  sufficiently  near  or  even 
above  the  price  of  fuel  oil  to  induce  fuel 
switching.  But  Title  II  and  its  legislative 
history  also  evidence  a  Congressional 


intent  that  incremental  pricing  not  be 
responsible  for  any  significant  amount 
of  industrial  load  loss. 

Specifically,  section  204  of  the  NGPA 
instructs  that  each  user’s  incremental 
pricing  surcharge  is  to  be  calculated  in 
such  a  way  as  to  bring  each  user’s 
delivered  natural  gas  price  up  to,  but  no 
higher  than,  the  alternative  fuel  ceiling 
as  determined  by  the  Commission. 
Hence  if  the  Commission  sets  an 
intentionally  low  price  in  order  to  avoid 
unintended  fuel  switching,  the  industrial 
user  is  also  effectively  held  below  Its 
true  alternative  fuel  cost. 

Because  the  alternative  fuel  ceilings  in 
section  204  operate  as  ceilings  rather 
than  floors  on  the  price  of  delivered 
industrial  natural  gas,  industrial  users 
who  reach  their  ceilings  become 
indifferent  to  subsequent  increases  in 
wellhead  prices  of  gas  because  the  full 
increase  is  borne  by  exempt  rather  than 
incrementally  priced  users.  By  making 
the  marginal  industrial  customer 
indifferent  to  further  increases  in  the 
price  of  deregulated  gas,  the  net 
consequence  of  the  price  ceilings 
imposed  by  the  incremental  pricing 
program  in  Title  II  may  be  to  increase 
the  likelihood  of  a  price  spike  and 
disorderly  natural  gas  markets  after 
deregulation  rather  than  facilitate  an 
orderly  transition.  Pipelines  would  be 
left  to  make  their  bidding  decisions 
solely  on  the  basis  of  the  ability  of  less- 
price  sensitive  high  priority  customers  to 
bear  the  higher  costs  of  deregulated  gas. 

Whether  the  foregoing  “cap  problem” 
imposed  by  Title  II  will  cause 
deregulatecf  markets  to  be  more 
unstable  than  without  incremental 
pricing  depends  primarily  upon  when 
industrial  customers  subject  to 
incremental  pricing  reach  their 
alternative  fuel  ceilings  and  whether  the 
catch  up  stage  has  been  completed  by 
1985. 

During  the  catch  up  period,  as 
industrial  user  MSAC’s  are  declining  to 
zero,  increases  in  the  average  wellhead 
price  of  gas  are  borne  totally  by  exempt 
users.  When  the  catch  up  period  is  over, 
incrementally  priced  user  surcharges 
vanish  and  the  system  reverts  to  rolled- 
in  pricing.  This  means  that  if  the  system 
has  completed  the  catch  up  period 
before  1985,  then  industrial  users  will 
not  be  actively  capped  by  their 
alternative  fuel  ceilings  and  will 
therefore  bear  at  least  the  rolled-in 
portion  of  deregulated  gas  prices. 

Only  during  the  catch  up  stage  can  the 
alternative  Title  II  fuel  price  ceiling 
mechanism  actually  exacerbate  market 
instability  by  temporarily  insulating 


See  discussion  of  the  three  stages  of 
incremental  pricing  in  section  IIl-B  of  this  Order. 


industrial  users  from  wellhead  prices. 
Rising  wellhead  prices  during  the  catch 
up  period  are  spilled  over,  and  have  the 
effect  of  raising  base  rates  to 
incrementally  priced  users.  But  under 
section  204,  these  higher  base  rates  are 
merely  offset  by  reduced  surcharges,  so 
that  the  delivered  price,  inclusive  of 
surcharge,  is  unaffected  by  changes  in 
pipeline  gas  costs  until  the  catch  up 
period  has  been  completed.  Once  Ae 
catch  up  stage  is  over,  industrial  rates 
are  no  longer  held  at  the  alternative  fuel 
price  ceiling. 

The  problem  associated  with  the 
ceiling  price  aspects  of  the  incremental 
pricing  provisions  of  Title  II  appears  to 
be  particularly  serious  under  state  level 
incremental  pricing.  States  may  set  their 
rates  to  incrementally  priced  industrial 
users  at  the  Federally  prescribed 
alternative  fuel  price  ceiling.  The 
problem  that  arises  is  that  states  will 
not  have  sufficient  information  to  know 
when  the  “catch  up”  stage  is  over  and 
rolled  in  pricing  should  be  resumed.  The 
net  consequence  is  that  statps  may  keep 
industrial  rates  below  the  level  that 
would  prevail  under  rolled-in  pricing. 

Under  incremental  pricing 
administered  at  the  interstate  pipeline 
level,  distributors  will  know  when  the 
catch-up  period  has  ended  and  will 
know  when  they  or  their  state  regulatory 
agency  should  begin  to  set  the  price  of 
gas  to  incrementally  priced  users  at 
levels  higher  than  the  Federally 
determined  alternative  fuel  price.  But 
when  states  supersede  the  interstate 
pipeline  incremental  pricing  program, 
they  eliminate  the  process  of  displacing 
surcharges  through  increased  base  rates, 
so  that  the  “signal”  to  revert  to  rolled-in 
pricing  becomes  garbled.  It  should  be 
clear,  therefore,  that  the  cap,  when 
imposed  by  state  level  incremental 
pricing,  may  constrain  industrial  prices 
to  an  even  greater  degree  than  under  the 
Federal  incremental  pricing  system  or 
under  rolled-in  pricing.  'This  protracted 
cap  on  industrial  rates  could  have  the 
effect  of  exacerbating  the  volatility  of 
pipeline  bids  for  deregulated  gas  while 
also  magnifying  the  potentially 
disruptive  impact  of  deregulation  upon 
exempt  users. 

On  the  other  hand,  states  may  be  able 
to  reduce  or  eliminate  the  seriousness  of 
the  cap  problem  in  Title  II  if  they  set  the 
price  of  gas  to  industrial  users  at  higher 
than  Federally  prescribed  alternative 
fuel  ceiling  levels.  Section  205  of  the  Act 
prevents  states  from  setting  industrial 
rates  lower  than  the  alternative  fuel 
price  ceiling  but  reserves  the  right  of 
states  to  impose  higher  rates  to 
incrementally  priced  users. 

Another  possible  approach  that  the 
states  may  adopt  in  an  effort  to  impose 
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market  discipline  and  stability  during 
deregulation  would  be  to  deny  local 
distribution  companies  full  pass  through 
of  any  natural  gas  costs  that  the  state 
determines  to  be  a  consequence  of 
interstate  pipeline  purchases  at 
excessively  high  prices.  During  its 
hearings  on  the  Phase  II  incremental 
pricing  rules,  the  Conunission  was  told 
that  states  in  most  instances  have  the 
legal  authority  to  deny  full  pass  through 
by  their  jurisdictional  distribution 
companies  of  gas  acquisition  costs 
considered  to  be  excessively  high.  It  is 
far  from  clear,  however,  that  the  states 
would  exercise  such  authority  in  even 
the  most  extreme  circumstances 
following  decontrol  in  1985.  The 
Commission  further  points  out  that  it  is 
in  no  way  able,  nor  does  it  seek  the 
authority,  to  compel  states  to  take  such 
action  in  1985. 

The  Title  II  alternative  fuel  ceiling  on 
incremental  pricing  surcharges  is 
determined  by  the  price  of  alternative 
fuel  oil.  The  concern  with  market 
disorder,  however,  is  directed  to  the 
possibility  that  the  price  of  deregulated 
natural  gas  at  the  wellhead  might  rise  to 
a  level  higher  than  oil-equivalent  prices. 
By  placing  a  ceiling  on  incremental 
pricing  surcharges  such  that  the 
industrial  incrementally  priced  user’s 
price  cannot  go  above  its  alternative 
fuel  oil  price,  the  statute  effectively 
deflects  any  excessively  high  portion  of 
deregulated  wellhead  prices  away  from 
incrementally  priced  industrial  users 
and  onto  exempt  higher  priority  users. 
The  motivation  for  this  limitation  is 
apparently  the  Congressional  desire  to 
avoid  industrial  load  loss.  The 
consequence,  however,  appears  to 
conflict  directly  with  the  objective  of 
demand  restraint  and  market  ordering 
insofar  as  incrementally  priced  users  are 
shielded  from  the  very  disorder  they  are 
supposed  to  help  cure. 

Some  form  of  end-use  pricing  system 
based  not  on  oil  prices  but  based 
instead  on  measures  indigenous  to  the 
natural  gas  system  would  seem 
preferable  to  the  oil-based  ceiling  in 
order  to  achieve  the  Congressional 
market  ordering  objective  that,  in  part, 
led  to  enactment  of  Title  II.  At  present, 
the  Commission  does  not  believe  that  its 
discretion  to  set  appropriate  alternative 
fuel  ceiling  prices  is  a  sufHciently  broad 
grant  of  authority  to  permit 
incrementally  priced  user  surcharges  to 
be  based  upon  the  performance  of  the 
gas  market  rather  than  upon  prices  of 
alternative  fuel  oil.  The  Commission 
will,  however  continue  to  explore  this 
question  as  well  as  the  related  question 
of  whether  other  discretionary  aspects 
of  Title  II  can  be  interpreted  in  a  manner 


that  would  support  achievement  of 
Congress’  market  ordering  objectives. 

4.  Further  Study  and 
Recommendations  to  the  Congress.  The 
Commission  believes  that  the 
appropriate  course  of  action  at  this  time, 
considering  the  uncertainty  that  exists 
as  to  the  appropriate  amount  of  market 
ordering  that  will  need  to  be  brought  to 
bear  in  1985,  is  to  commit  to  further 
study  of  future  market  conditions.  The 
Commission  acknowledges  and  accepts 
the  view  of  those  who  argue  that 
incremental  pricing  is  a  complex 
program.  The  Commission  in  its  efforts 
to  bring  order  to  a  deregulated  natural 
gas  market  might  well  produce  greater 
disorder  through  improperly  designed 
incremental  pricing  regulations.  Even  if 
the  Commission  were  directed  by  the 
Congress  to  exercise  broader  discretion 
in  its  administration  of  Title  II,  it  does 
not  appear  feasible  or  advisable  to 
attempt  to  craft  a  program  in  1980  that 
tries  to  produce  optimal  performance  in 
1985.  For  these  reasons  the  Commission 
will  continue  to  examine  anticipated 
1985  market  conditions,  and  by  year  end 
1983  will  deliver  to  the  Congress  a  report 
that  delineates  the  overall  condition  of 
the  gas  market  and  any  recommended 
administrative  measures  then  perceived 
to  be  available  to  the  Commission  that 
could  be  directed  toward  achieving  the 
appropriate  amount  of  market  ordering. 

On  such  measure  already  under 
Commission  consideration  is  a  proposal 
to  link  incremental  pricing  alternative 
fuel  price  ceilings  with  industrial  user 
curtailment  priority.  Under  this 
approach  each  user,  rather  than  this 
Commission,  would  determine  its  own 
alternative  fuel  price  ceiling.  To  avoid 
what  would  otherwise  be  a  strong 
incentive  of  a  facility  to  understate  its 
alternative  fuel  ceiling  and  thereby 
minimize  or  even  avoid  its  incremental 
pricing  surcharge,  the  approach  would 
tie  the  industrial  user’s  curtailment 
priority  to  its  self-selected  alternative 
fuel  price  ceiling.  Simply  stated,  those 
users  who  nominate  higher  alternative 
fuel  price  ceilings  would  enjoy  higher 
curtailment  priority.  'The  Commission 
has  been  interested  in  this  concept  and 
last  summer  issued  a  Notice  of  Inquiry 
and  held  an  informal  conference  to 
receive  comments.  The  Commission’s 
continued  strong  interest  in  the 
approach  stems  from  a  desire  to 
substitute  market  forces  for  regulatory 
programs  governing  both  curtailment 
policy  and  incremental  pricing 
administration  that  are  of  considerable 
administrative  complexity  and  burden. 

In  addition  to  exploring 
administrative  options  that  might  help  to 


cure  the  cap  problem  perceived  to  exist 
under  Title  II,  the  Commission  will  in  its 
1983  review  also  make  appropriate 
legislation  recommendations  to  the 
Congress  to  assure  that  the  incremental 
pricing  program  does  not  conflict  with 
its  Congressionally  stated  purpose  of 
easing  the  transition  of  natural  gas 
markets  to  deregulation  in  1985  and 
thereafter. 

One  specific  area  of  inquiry  relevant 
to  Congress’  market  ordering  goals 
arises  from  Section  306  of  the  Public 
Utility  Regulatory  Pohcies  Act  of  1978 
(PURPA),  which  calls  for  a  study  of  gas 
utility  rate  design  proposals.  The  study 
is  being  conducted  by  the  Department  of 
Energy  in  consultation  with  this 
Commission.  The  Commission,  largely 
on  the  basis  of  its  work  on  the 
incremental  pricing  program,  has  come 
to  believe  that  appropriate  wholesale 
and  end  use  rate  design  concepts  could 
serve  as  instruments  in  preparing 
natural  gas  markets  for  deregulation. 
However,  the  Commission  also  notes,  on 
the  basis  of  the  many  years  in  which 
public  attention  has  been  actively 
directed  to  electric  rate  design 
initiatives,  as  weU  as  the  inherent 
complexity  of  gas-rate  design,  that  there 
is  relatively  little  prospect  of  a  major 
change  in  gas  retail  rate  policy  and 
procedures  before  1985.  Nonetheless, 
gas  retail  rate  design  is  the  proper  focus 
of  increasing  public  scrutiny. 

Traditionally,  the  fundamental  issue 
in  natural  gas  rate  design  has  involved 
allocation  of  pipeline  fixed  costs  to  each 
of  the  various  customer  classes  being 
served.  This  set  of  issues  was  the 
appropriate  focus  of  inquiry  during  an 
era  in  which  transportation  and 
distribution  costs  amounted  to  75 
percent  or  more  of  the  delivered  price  of 
gas,  and  the  expansion  of  an  efficient 
natural  gas  delivery  system  was  of 
greatest  priority.  But  in  recent  years  the 
commodity  (purchased  gas)  component 
of  gas  rates  has  risen  to  the  point  where 
it  represents  more  than  half  the 
delivered  cost  of  gas. In  the  future,  the 
commodity  component  is  expected  to 
dominate  delivered  costs  to  an  even 
greater  extent. 

The  gas  rate  design  study  conducted 
as  directed  by  PURPA  as  well  as  follow- 
on  studies  will,  it  is  hoped,  lead  to 
substantial  examination  of  the  role  that 
gas  rate  design  can  play  in  encouraging 
stable,  orderly  and  efficient  natural  gas 
markets. 

‘‘In  1960  the  average  wellhead  price  of  gas  was 
14  cents  per  Mcf,  while  the  average  delivered  price 
to  end  users  wag  60  cents.  At  year-end  1979,  the 
figures  were  $1.35  per  Mcf  at  the  wellhead  versus 
$2.52  per  Mcf  delivered. 
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E.  Residential  and  Other  High  Priority 
Price  Shielding.  The  second  principal 
objective  intended  by  the  Congress  to  be 
achieved  through  incremental  pricing  is 
the  partial  shielding  of  residential  and 
other  high  priority  users  from  the 
increasing  wellhead  prices  for  natural 
gas  allowed  by  Title  I  of  the  NGPA. 

Incremental  pricing  will  achieve  a 
measure  of  price  shielding  of  exempt 
users  by  channelling  a  portion  of 
increased  wellhead  gas  prices  to 
industrial  (non-exempt)  users  of  natural 
gas.  To  the  extent  that  incrementally 
priced  users  absorb  higher  gas  prices, 
the  amount  of  total  costs  remaining  to 
be  recovered  from  exempt  users  will  be 
reduced.  Thus,  the  costs  of  gas  to 
residential  and  other  exempt  gas  users 
will  be  somewhat  lower  than  if  no 
incremental  pricing  program  were  in 
effect. 

As  noted  previously,  the  Commission 
believes  that  the  objective  of  price 
shielding  can  be  best  advanced  by  a 
Phase  II  rule  covering  as  broad  a  class 
of  non-exempt  users  as  possible.  The 
Commission  also  believes,  however,  that 
the  measure  and  speed  by  which  price 
shielding  occurs  must  be  tempered  by 
economic  and  equity  considerations. 
Specifically,  the  alternative  fuel  price 
ceiling  should  not  be  set  so  high  as  to 
drive  industrial  users  off  of  natural  gas, 
thereby  creating  disarray  in  both  the 
natural  gas  market  and  the  economy  as 
a  whole.  To  do  so  would  be  inimical  to 
the  price  shielding  objective,  because 
large  losses  of  industrial  load  would 
reduce  the  total  amount  of  incremental 
gas  acquisition  costs  absorbed  by  the 
class  of  incrementally  priced  users. 

In  summary,  the  Commission 
concludes  that  a  Phase  II  rule  of  broad 
scope,  combined  with  a  moderate 
alternative  fuel  price  ceiling,  is  the 
central  feature  of  a  realistic  Phase  II  rule 
capable  of  achieving  the  type  of  price 
shielding  anticipated  by  the  Congress. 
According  to  the  Commission’s 
projections  in  the  following  section 
addressing  economic  impacts,  the  Phase 
II  rule  proposed  here  is  structured  with 
the  objective  of  avoiding  economic 
disruption  in  the  industrial  sector  and 
loss  of  large  volumes  of  non-exempt 
uses,  while  benefiting  exempt  users 
approximately  $.14  per  Mcf.  For  Phase  I 
and  Phase  II  combined,  this  potential 
benefit  translates  for  the  average 
household  using  natural  gas  for  heating 
and  cooking  purposes  to  about  $18  per 
year,  assuming  a  60  cents  per  Mcf 
surcharge. 

The  Commission  perceives  this 
measure  of  potential  savings  to  exempt 
users  as  the  present  optimum  level  of 
price  shielding  under  an 
administratively  workable  and 


economically  reasonable  Phase  II  rule, 
balancing  the  need  to  provide  some 
increase  in  incremental  cost  absorption 
by  non-boiler  fuel  industrial  users  and 
the  need  to  avoid  industrial  disruption. 

The  Commission  would  submit  that 
this  single  tier  Phase  II  rule  will  provide 
as  much  price  shielding  as  the  Congress 
originally  expected  to  achieve  by  Title  II 
because  prices  of  petroleum  products 
have  increased  dramatically  since  the 
NGPA  was  enacted.  The  price  of  No.  6 
residual  oil  at  year-end  1980  is  likely  to 
be  higher  than  the  price  of  distillate  oil 
in  1978.  Because  the  amount  of  price 
shielding  is  a  direct  function  of  the 
alternative  fuel  price,  whatever  benefits 
accrue  to  high  priority  customers  from 
the  Commission’s  decision  to  use  the 
single  No.  6  fuel  oil  tier  for  Phase  II 
should  be  comparable  in  magnitude  to 
what  the  Congress  had  in  mind  when 
the  NGPA  was  passed  in  1978.  The 
Commission  is  mindful  that  the 
Congress,  by  means  of  the  statutory 
review  it  provided  for  itself,  reserved  for 
Congressional  judgment  the  decision  as 
to  whether  thus  amount  of  price 
shielding  warrants  implementation  of  an 
expanded  incremental  pricing  program. 

In  concluding  that  a  Phase  II 
expansion  of  the  incremental  pricing 
program  can  advance  the  price  shielding 
objective,  the  Commission  is  cognizant 
of  and  has  studied  carefully  the 
substantial  body  of  comments  filed  in 
this  proceeding  that  argued  against  the 
achievability  of  this  objective.  The  most 
frequently  raised  objection  to  the 
Commission’s  attempting  to  implement 
the  Congressional  directive  to  provide 
enhanced  price  shielding  is  the 
argument  that  a  Phase  II  rule  would 
ultimately  harm  exempt  users  rather 
than  help  them.  These  comments 
contended  that  a  Phase  II  rule, 
especially  a  broad  rule,  will  actually 
increase  the  price  of  gas  to  exempt 
users.  It  was  argued  that  the  Phase  II 
rule  will  result  in  sufficient  load  loss 
among  non-exempt  users  such  that  a  far 
greater  share  of  fixed  transmission  and 
distribution  costs  will  have  to  be  borne 
be  exempt  users.  These  increased  costs 
would  include  expenses  for  additional 
peak  shaving  and  storage  facilities  that 
would  be  necessary  if  a  supplier’s 
interruptible  industrial  loads  were  lost. 
Higher  delivered  gas  prices  would  also 
result  from  increased  costs  of  financing 
due  to  service  instability  confronting 
pipelines  and  distributors. 

The  Columbia  Gas  Distribution 
Company,  Natural  Gas  Pipeline 
Company  of  America  and  the  AGA, 
among  others,  making  comments 
embodying  this  theme  asserted  that  any 
load  loss  is  incompatible  with  the 


Commission’s  mandate  under  Title  II  of 
the  NGPA. 

The  Commission  does  not  accept  the 
view  that  any  load  loss  would  be 
incompatible  with  either  the  letter  or  the 
intent  of  Title  II.  Under  section  204(e), 
the  Commission  is  granted  the  authority, 
but  is  not  required,  to  lower  the 
alternative  fuel  price  ceiling  below  the 
price  of  No.  2  fuel  oil.  The  first  important 
point,  therefore,  is  that  Congress 
recognized  that  too  high  an  alternative 
fuel  price  ceiling  could  have  an  adverse 
impact  on  exempt  customers,  which  led 
it  to  provide  a  mechanism  allowing  the 
Commission  to  reduce  the  ceiling  price. 
But  the  Congress  clearly  did  not  compel 
the  Commission  to  reduce  alternative 
fuel  price  ceiling  levels  in  every  instance 
in  order  to  avoid  adverse  impacts  on 
high  priority  users. 

The  Commission  seeks  to  exercise  its 
discretion  to  set  the  alternative  fuel 
price  ceiling  low  enough  to  avoid 
increased  rates  to  residential,  small 
commercial  and  other  high  priority 
users.  But  this  does  not,  in  the 
commission’s  view,  mean  that  there 
must  be  absolutely  no  industrial  load 
loss.  In  fact,  some  degree  of  load  loss 
may  be  consistent  with  the  objective  of 
maximizing  incremental  pricing  benefits 
to  high  priority  users.  As  the  Department 
of  Energy  explained  in  its  comments,  the 
Commission’s  approach  to  determining 
an  appropriate  alternative  fuel  price 
ceiling  should  weigh  the  amount  of 
absorption  capability  (MSAC’s)  of 
remaining  non-exempt  users  against  the 
reduction  in  fixed  charge  recovery  from 
users  who  switch  from  gas  to  alternative 
fuel.  Only  if  the  Commission  sets  an 
alternative  fuel  price  ceiling  so  high  that 
the  loss  in  fixed  charge  recovery 
exceeds  total  remaining  MSAC’s  would 
high  priority  customers  be 
disadvantaged  by  incremental  pricing. 

Furthermore,  as  discussed  more  fully 
in  the  previous  section  dealing  with 
market  ordering,  the  Commission 
believes  that  the  Congress  must  have 
intended  at  least  some  load  loss  to 
result  from  Title  II.  Absent  a  real  threat 
of  industrial  load  loss  attributable  to 
incremental  pricing,  the  program  cannot 
be  expected  to  motivate  pipelines  to 
restrain  their  wellhead  bidding 
decisions.  Given  the  program’s  market 
ordering  purpose,  some  industrial  load 
loss  would  be  compatible  with  Title  II  if 
the  resulting  reduction  in  deregulated 
gas  acquisition  costs  more  than  offsets 
the  increased  allocation  of  fixed  costs  to 
high  priority  customers.  Such  a  result 
would  occur  if  the  reduction  in 
industrial  demand  for  gas  so  reduces 
bidding  pressures  on  deregulated  gas 
that  the  average  unit  cost  of  gas  (at  the 
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wellhead)  decreases  by  more  than  the 
amount  by  which  the  average  unit  cost 
of  transmission  and  distribution  is 
increased.  In  short,  the  logic  of  Title  II  is 
that  some  load  loss  could,  and  under 
appropriate  circumstances  would, 
actually  benefit  high-priority  customers. 
Therefore,  the  argument  that  the 
Commission  must  assure  against  any 
load  loss  is  not  persuasive. 

Even  if  some  load  loss  is  permissible 
under  incremental  pricing.  Phase  II,  if 
adopted,  should  not  cause  any 
significant  load  loss  because  the 
alternative  fuel  price  ceiling  will  be  set 
at  the  No.  6  high  sulphur  oil  price  level. 
The  comment  of  E.  I.  DuPont  de 
Nemours  &  Company  (DuPont)  also 
pointed  out  that  any  increase  in  the 
price  of  gas  to  exempt  users  that  could 
conceivably  occur  as  a  result  of 
industrial  load  loss  would  be  modest. 

Another  major  theme  expressed  by 
TRW,  Incorporated,  the  Procter  and 
Gamble  Company  and  many  other 
industrial  users  commenting  in  this 
proceeding  is  that  incremental  pricing 
will  result  in  “artificially”  low  delivered 
gas  prices  to  residential  and  other 
exempt  users,  thereby  eroding  their 
incentive  to  conserve.  These 
commenters  argued  that  distorting 
energy  price  signals  cannot  be  justified, 
and  that  no  Phase  II  expansion  should 
be  put  into  effect  because  it  would  only 
magnify  those  distortions.  Industrial 
users  such  as  the  Republic  Steel 
Corporation  considered  this  result 
particularly  unfair,  because  they 
contended  that  they  have  already 
achieved  greater  conservation  than 
residential  or  other  high  priority  users.  If 
the  remaining  conservation  potential  is 
greater  among  these  latter  users,  then 
industrial  users  believed  that  the 
nation’s  energy  goals  would  be  ill  served 
by  shielding  them  from  the  true  cost  of 
the  energy.  Further,  DuPont  expressed 
the  fear  that  without  more  conservation 
among  exempt  users,  high  priority 
demand  will  increase  to  the  extent  of 
bringing  earlier  curtailment  of  low 
priority  users. 

The  Commission  accepts  the  need  to 
provide  proper  price  signals  to  gas 
users.  However,  the  Commission  notes 
that  as  long  as  gas  prices  are  cost-based 
and  reflect  average  (“rolled-in”) 
historical  costs  of  old  contracts  with  low 
prices,  the  prices  yielded  by  such  a 
regulatory  practice  will  not  reflect  the 
commodity  value  of  the  gas  and, 
therefore,  the  price  signals  will  not 
reflect  the  “true”  value  of  the  gas  to 
society.  More  particularly,  the  Congress 
has  explicitly  made  the  fundamental 
social  policy  decision  to  redesign  the 
system  by  which  gas  costs,  in  the.  past. 


have  been  allocated  am^ng  user  classes. 
The  Commission  regards  the  explicit 
reallocation  system  embodied  in  Title  II 
as  reflecting  a  Congressional 
determination  going  in  the  other 
direction — that  rolled-in  pricing 
produces  unacceptable  price  shielding  of 
industrial  customers. 

Furthermore,  the  Commission  believes 
that  the  amount  of  price  shielding 
afforded  to  high  priority  users  by  this 
Phase  II  rule  will  not  be  of  such  a 
magnitude  as  to  mislead  them  into 
thinking  that  their  natural  gas  costs  will 
not  rise  significantly  and  steadily  over 
the  coming  years.  Even  if  the  disputable 
claim  that  industrial  users  have  less 
remaining  conservation  potential  than 
high  priority  users  is  correct,  the 
Commission  does  not  accept  the 
argument  that  price  distortions  of  the 
magnitude  associated  with  adoption  of 
this  Phase  II  rule  would  create  any 
significant  disincentive  to  overall 
conservation  of  natural  gas. 

It  is  also  significant  that  even  though 
Phase  II  will  raise  industrial  gas  prices 
and  reduce  the  amount  of  increases 
borne  by  residential  and  high-priority 
users,  the  delivered  price  of  gas  to 
incrementally  priced  users  is  projected 
to  remain  less  than  the  price  to 
residential  customers  in  every  state. 

The  average  delivered  cost  of  gas  to 
residential  customers  served  by 
interstate  pipelines  is  approximately 
$3.70  per  MMBtu.  The  average  industrial 
rate  (exclusive  of  any  incremental 
pricing  surcharge)  is  about  $2.65  per 
MMBtu.  Based  on  current  high  sulfur  No. 
6  oil  prices,  incremental  pricing 
surcharges  are  about  25  cents,  so  the 
average  cost  of  gas  to  incrementally 
priced  users  is  $2.90  per  MMBtu.  The 
cost  of  gas  to  Phase  II  users  will, 
therefore,  be  below  the  price  to 
residential  users.  Arguments  that 
incremental  pricing  in  general  and  Phase 
II  in  parcticular  will  dramatically  distort 
price  signals  to  various  customer  classes 
might  be  valid  if  No.  2  fuel  oil  had  been 
used  as  an  alternative  fuel  ceiling.  But  in 
light  of  the  Commission’s  decision  to  use 
the  single  tier  high  sulfur  No.  6  fuel  oil 
ceiling,  these  arguments  take  on 
diminished  significance. 

The  Commission  also  calls  attention 
to  several  comments  that  correctly 
characterized  incremental  pricing  under 
Title  II  as  a  purely  transitional  device. 
The  program  initially  “loads”  gas  costs 
onto  industrial  users  and  thereby 
“shields”  other  users.  But  the  loading 
stops  when  industrial  users  reach  their 
alternative  fuel  price  ceilings. 

Subsequent  increases  in  gas  costs  “spill 
over”  onto  high  priority  and  exempt 
users  until  they  eventually  catch  up  to 
the  price  path  they  would  have  been  on 


without  incremental  pricing.  While  the 
Commission  believes  that  the  amount  of 
price  distortion  arising  &om  Phase  II  is 
not  sufficient  to  conflict  with  national 
conservation  goals,  it  also  attaches 
additional  significance  to  the  fact  that 
any  such  distortion  will  be  only 
temporary.  It  is  interesting  to  note  that 
while  some  commenters  argued  that 
incremental  pricing  will  cause  such 
dramatic  distortions  in  the  energy 
marketplace  that  it  should  not  be 
expanded,  other  commenters  argued 
that  the  program  is  so  transitory  that  its 
administrative  burden  is  unwarranted. 

The  Commission  concludes  that  at 
least  on  the  basis  of  current  conditions, 
there  is  no  basis  for  a  judgment  that 
Title  II  in  general  or  Phase  II  in 
particular  will  so  seriously  distort 
natural  gas  price  signals  as  to  frustrate 
progress  toward  more  efficient 
nationwide  use  of  energy  resources.  The 
fact  that  some,  but  not  all,  consumers 
may  be  paying  prices  for  gas  that  reflect 
its  true  commodity  cost,  and  thereby 
receive  the  proper  signals,  is  at  least  an 
improvement  over  the  present  situation 
even  if  it  does  not  go  as  far  as  might  be 
required  to  effect  an  overall  pricing 
strategy  to  promote  conservation. 

A  great  many  comments  called 
attention  to  potential  inequities  seen  as 
resulting  from  successful  price  shielding 
of  high  priority  gas  users.  These 
comments  suggested  that  the  ultimate 
cost  of  subsidizing  exempt  gas  users  will 
be  borne  by  non-gas  homeowners  who 
instead  use  more  expensive  fuel  oil, 
electricity,  propane,  or  other  sources. 

The  Process  Gas  Consumers  argued,  for 
example,  that  “incremental  pricing 
a^ords  these  latter  homeowners  no 
subsidy  on  their  energy  bills:  yet 
incremental  gas  pricing  will  force  them 
to  pay  higher  prices  for  virtually  all 
consumer  goods  in  order  to  widen  the 
gap  between  their  own  energy  bills  and 
those  of  gas  consuming  residences.” 

The  Mobay  Chemical  Corporation 
suggested  that  it  is  inequitable  to 
exempt  high  priority  users  who  have 
significant  potential  to  conserve  and  not 
exempt  some  industrial  users  {e.g., 
feedstock  gas  users)  who,  by  definition, 
have  no  capacity  to  conserve.  It  troubled 
the  Petrochemical  Energy  Group  and  the 
Goodyear  Tire  and  Rubber  Company, 
among  others,  for  some  high  priority 
industrial  uses  [e.g.,  feedstock  and  other 
non-boiler  uses)  to  subsidize  certain  low 
priority  exempt  uses  [e.g.,  cogeneration 
facilities  and  electric  generation). 

Title  II  will,  by  design,  produce  results 
that  are  more  favorable  to  some  classes 
of  users.  But  the  Congress  apparently 
weighed  these  inequities  against  the 
advantages  of  an  incentive  wellhead 
pricing  system  in  Title  1  of  the  NGPA, 
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and.  on  balance,  concluded  that  one  was 
necessary  to  accommodate  the  other.  It 
thus  falls  upon  the  Commission  to 
exercise  appropriately  its  discretion  in 
crafting  a  Phase  II  program  that  will 
advance  the  objectives  of  the  NGPA 
while  avoiding  unacceptable  and  non- 
mandated  inequities  arising  from  the 
program. 

The  Commission  believes  that  it  has 
properly  responded  to  the  equity 
concerns  raised  in  comments.  The 
choice  of  a  single  No.  6  fuel  oil  tier 
rather  than  the  originally  proposed 
three-tier  alternative  fuel  price  ceiling 
system  and  the  first  300  Mcf  per  day 
exemption  of  Phase  II  uses  will  greatly 
reduce  the  amount  of  income 
redistribution  resulting  from  Phase  II. 
Phases  I  and  II  together  are  expected  to 
reallocate  no  more  than  about  $1.3 
billion  per  year  between  non-exempt 
and  exempt  users. 

Comments  by  the  American  Gas 
Association  and  Process  Gas  Consumers 
asserting  that  Phase  II  will  induce 
significant  economic  disruption  and 
increased  overall  inflation  are  premised 
on  dollar  flows  at  least  six  or  seven 
times  greater  than  will  result  from  the 
Commission’s  single  tier  approach.  As 
noted  in  the  following  section  on  the 
economic  effects  of  Phase  II,  the 
President’s  Council  on  Wage  and  Price 
Stability  is  persuaded  that  even  the 
Commission’s  original  Phase  II  proposal 
“is  unlikely  to  increase  inflation 
significantly.” 

The  Commission’s  decision  to  adopt 
both  the  single  tier  approach  and  an 
exemption  for  the  first  300  Mcf  per  day 
of  Phase  II  uses  stems  from  recognized 
need  to  mitigate  any  economic  or  equity 
disruptions  that  might  have  resulted 
from  the  Phase  II  rule  as  originally 
proposed. 

One  specific  inequity,  identified  by 
Goodyear  and  others,  is  that  under  a 
three  tier  system.  Phase  II  users  without 
No.  6  fuel  oil  capability  would  pay  gas 
prices  equivalent  to  No.  2  distillate  oil 
prices.  Because  of  the  large  difference 
between  the  prices  of  No.  2  and  No.  6 
fuel  oil,  high  priority  industrial  users 
without  No.  6  capability  would 
contribute  far  more  to  the  price  shielding 
of  exempt  users  than  would  lower 
priority  boiler  and  other  industrial  users 
who  in  general  have,  or  can  relatively 
easily  install.  No.  6  capability.  In  short, 
a  disproportionate  share  of  the  subsidy 
to  exempt  high  priority  users  would  be 
coming  from  high  priority  industrial 
users  if  Phase  II  were  to  use  the  three- 
tier  ceiling  price  system  originally 
proposed.  This  inequitable  result  will 
now  be  avoided  because  the 
Commission  will  set  the  alternative  fuel 
price  ceiling  applicable  to  Phase  I  uses 


at  the  lowest  of  the  three  tiers 
applicable  to  Phase  II  uses. 

The  Commission  believes  that  the 
Phase  II  system  contained  in  this  rule  for 
submission  to  Congress,  represents  the 
best  balancing  of  the  price  shielding 
objective  and  the  need  to  avoid 
disruptive  and  inequitable  impacts 
which  ultimately  would  work  against 
the  best  interests  of  the  high  priority 
consumers  whom  Title  II  was  intended 
to  serve.  However,  as  pointed  out  in 
several  comments,  incremental  pricing 
under  Title  II  is  a  “blunt  instrument”  for 
achieving  the  socio-economic  goals 
Congress  sought  to  accomplish  via  price 
shielding. 

Title  II  provides  some  price  sheltering 
to  all  exempt  users,  regardless  of  their 
economic  need  for  this  or  any  other  type 
of  subsidy.  Phases  I  and  II  combined 
will  cause  about  25  percent  of  interstate 
gas  to  be  incrementally  priced.  Fully  75 
percent  of  all  interstate  consumption 
will  share  the  benefits  of  surcharges 
paid  by  industrial  users.  Thus,  a  $.60  per 
MMBtu  surcharge  paid  by  incrementally 
priced  users  translates  into  only  a  $.20 
per  MMBtu  benefit  to  exempt  users. 

More  significant  relief  to  those  unable  to 
pay  rising  gas  costs  would  be  better 
achieved  through  other  mechanisms 
such  as  a  targeted  incremental  pricing 
program  or  direct  energy  cost 
assistance.  However,  such  mechanisms 
are  beyond  the  scope  of  Title  II,  and 
therefore  not  a  proper  subject  of  this 
Commission’s  actions.  The  Commission 
nonetheles  notes  these  views  and  calls 
them  to  the  attention  of  the  Congress. 

V.  Economic  Effects  of  Phase  II. 

Of  major  concern  to  the  Commission 
and  a  majority  of  commenters  is  the 
need  for  the  Phase  II  rule  to  be  crafted 
in  a  manner  that  avoids  imposing 
excessive  economic  stress  on  individual 
firms  or  on  the  overall  economy.  The 
Commission  believes  that  the  Phase  II 
rule  described  herein  is  adequately 
responsive  to  those  concerns. 

The  following  discussion  assesses  the 
direct  cost  impact  of  the  Phase  II  rule  on 
those  industries  that  are  significant 
users  of  natural  gas  subject  to  the  rule. 
Using  state-by-state  industrial  gas 
consumption  profiles,  the  potential 
impact  on  each  State  is  also  evaluated. 
Following  the  section  on  direct  cost 
impacts  is  a  discussion  of  the 
macroeconomic  impacts  of  the  Phase  II 
rule. 

A.  Direct  Cost  Impact.  Many 
commenters  stated  that  the  proposed 
three-tier  program  would  result  in 
extremely  large  increases  in  energy 
costs.  Industrial  users  without 
alternative  fuel  capability  predicted  that 
their  gas  prices  would  increase  on  the 


order  of  200  to  300  percent.  The  impact 
of  such  a  price  increase  was  depicted  as 
severe.  Many  firms  affected  by  Phase  II 
compete  with  other  firms  not  subject  to 
incremental  pricing — either  intrastate 
gas  users  or  foreign  companies.  Faced 
with  such  competition,  a  company 
would  be  constrained  in  the  passthrough 
of  increased  costs  to  the  consumer. 
Unable  to  fully  recover  increased  costs, 
industries  would  be  forced  to  absorb  the 
costs  through  reduced  profits.  A  number 
of  commenters  stated  that  plant 
shutdowns  might  result  from  the 
proposed  three-tier  incremental  pricing 
program. 

In  the  final  Phase  II  rule,  the 
Commission  has  adopted  two  major 
changes  from  its  proposed  Phase  II  rule 
that  will  significantly  mitigate  any 
economic  damage  arising  from  the 
program. 

The  first  change  is  the  decision  to  use 
a  single  tier  alternative  fuel  ceiling 
approach.  With  the  originally  proposed 
No.  2  fuel  oil  ceiling  price,  non-exempt 
gas  users  would  be  faced  with 
surcharges  of  as  much  as  $3.00  per 
MMBtu.  The  Commission’s  decision  to 
apply  a  single  ceiling  price  based  upon 
high  sulfur  No.  6  oil  will  lead  to  a  much 
lower  average  surcharge.  At  present, 
depressed  market  conditions  for 
residual  oil  imply  little  or  no  surcharge. 
Residual  oil  prices  are  below  average 
industrial  gas  rates  in  some  regions,  and 
are  only  about  25  cents  above  gas  rates 
in  most  localities.  Residual  oil  prices  are 
not  expected  to  remain  depressed 
indefinitely,  however.  Towards  the  end 
of  1980,  residual  oil  prices  are  expected 
to  recover  to  a  level  of  about  $0.60  per 
MMBtu  above  the  average  industrial  gas 
rate.  So  the  Commission’s  single  tier 
decision  has  cut  the  surcharge  impacts 
on  many  Phase  II  users  by  a  factor  of 
five. 

Furthermore,  due  to  the  second  major 
change  adopted  by  the  Commission,  this 
much  lower  surcharge  of  60  cents  will  be 
paid  only  on  volumes  purchased  in 
excess  of  300  Mcf  per  day.  This 
approach  to  the  small  use  exemption 
will  give  every  facility  an  exemption  for 
a  fraction  of  its  total  gas  use,  which  will 
effectively  lower  the  average  price 
increase  to  Phase  II  users.  The  analysis 
contained  in  Appendix  B  estimates  the 
effect  of  this  exemption.  The  results  of 
that  analysis  suggest  that  while  the 
impact  of  the  small  use  exemption  on 
any  particular  non-exempt  user  will 
depend  on  the  user’s  size,  and  aggregate 
of  about  20  percent  of  the  gas  that  would 
otherwise  be  subject  to  surcharge  will 
be  exempted  by  the  small  use  exemption 
approach  taken  by  the  Commission.  As 
a  rule  of  thumb,  an  average  user’s  first- 
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year  surcharge  will  be  reduced  from  60 
cents  to  slightly  less  than  50  cents  per 
Mcf.  The  effects  of  the  agricultural  use 
exemption  are  also  addressed  in 
Appendix  B. 

.When  all  the  various  categories  of 
manufacturing  are  summed,  the  total 
estimated  interstate  gas  subject  to 
incremental  pricing  under  Phase  II  is  as 
follows: 


SIC 

Industry 

Non-Exempt 
Gas.  Mcf 

26 

118,817,803 

29 

155,511,318 

32 

Stone,  Clay  &  Glass . 

250,966,173 

33 

Primary  Metals . 

314,283,660 

22 

13,050,650 

26 

Pulp  &  Paper 

2,221,332 

— 

Other  Manufacturing . 

308,314,412 

Total . 

. 

...  1,163,165,348 

Assumming  that  all  gas  subject  to 
Phase  II  were  surcharged  at  $0.60  per 
Mcf,  the  nationwide  aggregate  surcharge 
would  amount  to  $698  million  per  year. 
This  figure  represents  a  high  value,  not 
likely  to  be  soon  attained  due  to 
presently  depressed  residual  oil  prices. 
This  aggregate  cost  estimate  might  be 
considered  reflective  of  calendar  year 
1981,  assuming  that  residual  oil  prices 
rise  by  year-end  1980  to  levels 
experienced  in  recent  months.  Table  3 
summarizes  by  industry  and  by  State 
the  effect  of  an  assumed  $0.60  per  Mcf 
surcharge  on  Phase  II  uses.  The  volume 
of  exempt  gas  over  which  the  surcharge 
dollars  will  be  spread  to  achieve  a  price 
reduction  will,  of  course,  differ 
substantially  among  pipelines  and 
among  States.  Ignoring  such  variations, 
a  rough  measure  of  aggregate  Phase  II 
impact  can  be  gained  by  noting  that  the 
aggregate  surcharge  would  be  spread 
over  approximately  9  Tcf  of  interstate 
gas  consumption  for  exempt  uses.  The 
result  is  a  price  reduction  of  7.75  cents 
per  Mcf  for  these  exempt  volumes.  Thus, 
a  residential  customer  consrming  130 
Mcf  per  year  might  save  about  $10  per 
year  as  a  result  of  Phase  II.  This  is  in 
addition  to  an  approximately  $8.00  per 
year  savings  under  the  Phase  I  program 
if  average  surcharges  equal  $0.60  per 
Mcf. 
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AGGREGATE  PHASE  II  SURCHARGES  (thousands  of  $) 
Includes  Agricultural  and  Small  Use  Exemptions 
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B.  Macroeconomic  Effects  of  Phase  II. 
A  large  number  of  commenters  have 
alleged  that  incremental  pricing  in 
general,  and  Phase  II  in  particular,  will 
be  inflationary.  The  basis  for  this 
allegation  is  that  incrementally  priced 
industrial  customers  will  simply  raise 
the  prices  of  their  products  to  offset 
their  increased  energy  costs.  As  cost 
increases  are  passed  through  the 
economy,  it  is  argued  that  the  aggregate 
impact  is  ampliHed  through  operation  of 
a  multiplier  effect.  The  consumer,  it  is 
argued,  will  pay  in  the  long  run  for  such 
cost  increases  associated  with 
incremental  pricing. 

At  the  forefront  of  the  inflation  debate 
has  been  a  study  performed  for  the  AGA 
by  Wharton  Econometric  Forecasting 
Associates.  The  Wharton  econometric 
model  has  been  run  a  number  of  times 
under  different  assumptions  concerning 
Phase  II.  The  initial  run  compared  the 
effects  of  Phase  II  to  a  base  case  of 
Phase  I  only.  In  this  analysis.  Phase  II 
was  expected  to  bring  90  percent  of  all 
interstate  industrial  natural  gas  under 
incremental  pricing.  The  Wharton 
analysis  also  assumed  a  ceiling  price 
based  on  No.  2  oil,  with  no  downward 
adjustments,  for  all  Phase  II  users. 
Finally,  the  model  incorporated  a 
modified  passthrough  mechanism  that 
allocated  spillover  from  the  surcharge 
account  to  all  users,  thus  pushing  non¬ 
exempt  users  above  their  alternative 
fuel  price  ceiling  and  frequently  off  the 
gas  system.  Given  such  a  set  of 
assumptions,  it  is  not  surprising  that  the 
AGA/Wharton  study  finds  serious 
adverse  impacts  attributable  to  Phase  II. 
Inflation  and  unemployment  rates  were 
predicted  to  worsen  significantly.  But 
this  study  cannot  be  considered  a  useful 
assessment  of  the  probable  effects  of  the 
final  rule.  The  model  was  rerun  with  a 
three-tier  price  ceiling  scenario  as  part 
of  AGA’s  final  submission  in  this 
docket.  Even  this  revised  assumption 
considerably  overstates  the  direct  cost 
impact  of  Phase  II  because  the 
Commission’s  final  rule  sets  a  uniform 
ceiling  based  on  residual  oil  prices  for 
Phase  II  users. 

Notwithstanding  the  accuracy  of  these 
specific  input  assumptions,  other 
commenters  have  voiced  concerns  with 
the  applicability  of  large  scale 
macroeconomic  models  for  analysis  of 
the  effects  of  a  program  such  as 
incremental  pricing.  The  Office  of  Policy 
and  Evaluation  of  the  Department  of 
Energy  filed  comments  which  disputed 
many  of  the  AGA  assertions.  The  DOE 
analysis  maintains  that  many  industrial 
firms  are  constrained  by  competitive 
pressures  and  cannot  fully  pass  along 
increased  costs.  Moreover,  other  inputs 


to  industrial  production  such  as  exempt 
gas  volumes  and  electricity  generated 
from  gas  will  benefit  from  incremental 
pricing.  The  commercial  sector,  a  major 
component  of  the  nation’s  economy, 
benefits  directly  from  incremental 
pricing.*  DOE  projected  that  if  relatively 
little  load  loss  occurs  the  net 
inflationary  effect  of  incremental  pricing 
will  be  small  and  possibly  negative. 
However,  the  DOE  submission  also 
indicates  that  some  inflationary  impact 
could  result  if  substantial  load  loss 
occurs. 

Perhaps  more  important  for  purposes 
of  assessing  aggregate  inflationary 
pressures  arising  from  Phase  II  is  the 
total  impact  in  industrial  fuel  use 
patterns  and  pipeline  load  factors  as  a 
result  of  Phase  II.  The  DOE  comments 
maintain  that  loss  of  an  individual  gas 
customer  to  oil  is  not  inflationary  per  se, 
and  may  have  little  or  no  inflationary 
impact  if  the  gas  is  used  by  other 
customers.  As  long  as  some  users  are 
being  curtailed,  no  aggregate  load  loss, 
and  therefore  no  increase  in  gas  delivery 
costs,  will  result  from  Phase  II. 

As  a  further  step  in  their  submission, 
DOE  performed  a  macroeconomic 
analysis  of  Phase  II  similar  to  that 
performed  by  AGA.  Stressing  their 
contention  that  macroeconomic  models 
are  ill-suited  for  analyzing  the  impact  of 
price  changes  of  a  single  commodity, 
DOE  ran  a  different  model.  Data 
Resources,  Inc.  (DRI),  with  the  same  set 
of  input  assumptions  as  AGA.  The 
results  of  the  two  models  are  strikingly 
different.  The  DRI  model  projects  a  rate 
of  inflation  only  slightly  higher  than 
under  rolled-in  pricing  until  1985,  at 
which  point  there  would  be  a  slight 
reduction  in  the  rate  of  inflation.  ”  By 
1990,  the  model  actually  predicts 
somewhat  less  inflation  overall  as 
compared  to  a  rolled-in  pricing  base 
case.  Another  run  was  made  to  reflect  a 
scenario  without  significant  load  loss; 
the  result  was  essentially  the  same. 

DOE  concludes  their  comments  with  a 
critical  look  at  the  AGA/Wharton 
analysis.  The  direct  costs  to  industry, 
assuming  AGA’s  estimate  of  load  loss, 
would  amount  to  $29  billion  in  1990. 

Costs  to  other  sectors  of  the  economy, 
such  as  residential  and  commercial, 
decline  by  $16  billion  in  the  same  year 
when  compared  to  rolled-in  pricing.  The 
net  effect  is  a  $13  billion  price  increase, 
in  1990  dollars.  This  direct  price 
increase  is  compared  by  DOE  to  the 
tremendous  $431  billion  increase  in 
inflation  projected  by  the  Wharton 


"Inflation  as  measured  by  the  GNP  implicit  price 
deflator.  Measured  by  the  Consumer  Price  Index 
(CPI),  inflation  is  lower  throughout  the  period  in  the 
incremental  pricing  case. 


macroeconomic  model.  The  DOE 
analysts  express  doubt  that  the  implicit 
multiplier  of  33,  reflecting  the 
assumption  that  $1  of  direct  cost 
increase  to  industry  results  in  $33  of 
increased  cost  to  final  consumers,  could 
possibly  be  correct. 

The  Council  on  Wage  and  Price 
Stability  also  filed  comments  in  this 
docket.  The  Council’s  submission 
contains  a  detailed  record  of  meetings 
with  AGA  and  DOE  technical  staff.  The 
record  reveals  a  rejoinder  to  the  DOE 
analysis  submitted  to  the  Council  by 
Wharton.  Yet  another  document 
submitted  by  DOE  critically  examines 
this  rejoinder  and  questions  the  validity 
of  its  conclusions.  'This  DOE  submission 
provides  further  comment  on  the 
validity  of  using  large-scale 
macroeconomic  forecasting  models  to 
analyze  the  impacts  of  Phase  II.  In  short, 
DOE  analysts  do  not  believe  that  any 
such  model  currently  available  is 
sufficiently  detailed  and  appropriately 
structured  for  the  task. 

'The  Council  notes  the  sharp 
disagreement  concerning  the  inflation 
issue,  but  nevertheless  indicates  a  belief 
that  the  short-term  effects  of  Phase  II 
should  be  either  negligible  or  anti- 
inflationary.  The  Council  is  skeptical  of 
the  extreme  inflationary  impacts  alleged 
by  AGA/Wharton.  Finally,  the  Council 
echoes  DOE’s  contention  that 
macroeconomic  models  are  poorly 
suited  to  such  uses  as  predicting  the 
impact  of  price  changes  in  a  sub-sector 
of  the  economy. 

In  conclusion,  the  case  for  a  large 
inflationary  impact  must  be  regarded  as 
speculative,  even  assuming  large 
surcharges  to  non-exempt  users  and 
significant  load  loss.  'The  Commission 
notes  that  the  surcharges  in  the  60  cent 
per  Mcf  range  which  result  from  the  No. 

6  oil  price  ceiling  are  far  less  than  the 
$3.00  surcharges  which  might  have 
resulted  from  use  of  a  No.  2  oil  based 
ceiling.  The  small  use  exemption  will 
lower  the  effective  average  surcharge  to 
about  50  cents  per  Mcf.  Finally,  the 
structure  of  the  small  use  exemption  will 
work  to  encourage  conservation  and 
ultimately  may  reduce  inflation  by 
pricing  marginal  use  of  gas  closer  to  its 
replacement  cost. 

(Natural  Gas  Policy  Act  of  1978,  Pub.  L.  95- 
621,  92  Stat.  3350, 15  U.S.C.  3301,  et  seq.) 

In  consideration  of  the  foregoing,  if 
neither  House  of  Congress  passes  a 
Resolution  of  Disapproval  of  the 
regulations  transmitted  to  them  in  this 
Order  within  30  days  of  Congressional 
review,  as  determined  in  accordance 
with  section  507(b)  of  the  NGPA,  Part 
282  of  Subchapter  I,  Chapter  I,  Title  18, 
Code  of  Federal  Regulations,  is 
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amended  as  set  forth  below,  effective  90 
days  following  the  expiration  of  the  30- 
day  review  period,  provided  that 
§§  282.215,  282.601,  and  282.602  shall  be 
effective  July  1, 1980. 

By  the  Commission. 

Kenneth  F.  Plumb, 

Secretary. 

1.  The  table  of  sections  for  Part  282  is 
amended  to  add  a  new  §  282.208  entitled 
“Exemptions  under  section  502(0)’’  and 

a  new  §  282.215  entitled  “Exemption 
affidavits.  ’’ 

2.  Section  282.101  is  amended  to  read 
as  follows: 

§  282.101  Purpose. 

The  purpose  of  this  part  is  to  set  forth 
incremental  pricing  rules  in  accordance 
with  Title  II  of  the  Natural  Gas  Policy 
Act  of  1978.  The  rules  require  that 
certain  costs  of  acquiring  natural  gas  be 
passed  through  as  surcharges  on  sales  of 
natural  gas  used  as  specified  in  the 
rules. 

3.  Section  282.102  is  amended  by 
revising  paragraph  (a)  to  read  as 
follows: 

§  282.102  Applicability  and  effective  date. 

(a)  Uses.  (1)  Natural  gas  used  as  boiler 
fuel  in  industrial  boiler  fuel  facilities  on 
and  after  January  1, 1980,  shall  be 
subject  to  incremental  pricing  under  this 
part. 

(2)(i)  On  and  after  [90  days  following 
expiration  of  30-day  Congressional 
review  period],  natural  gas  consumed  in 
uses  other  than  as  boiler  fuel  in 
industrial  facilities  shall  be  subject  to 
incremental  pricing  under  this  part. 

(ii)  Shrinkage  volumes  removed  as 
natural  gas  liquids  or  natural  gas  liquid 
products  from  a  natural  gas  stream  shall 
not  be  subject  to  incremental  pricing 
under  this  part. 

4.  Section  282.103  is  amended  by 
revising  paragraph  (e)  and  adding  a  new 
paragraph  (1)  to  read  as  follows: 

§  282.103  Definitions. 

For  purposes  of  this  part: 

*  ★  *  *  A 

(e)  "Non-exempt  industrial  facility” 
means  any  industrial  facility  other  than 
one  which  has  been  exempted  from  the 
provisions  of  this  part  in  accordance 
with  Subpart  B. 

-k  It  It  n 

(1)  “Meter  reading  period”  means  the 
period  of  time  extending  from  the  20th 
day  of  any  month  up  to  and  including 
the  19th  day  of  the  following  month. 

5.  Section  282.201  is  revised  to  read  as 
follows: 


§  282.201  General  rule. 

(a)  Statutory  exemptions.  Natural  gas 
used  for  purposes  described  in 

§  282.203(a]  shall  be  exempt  from 
incremental  pricing  as  provided  in 
section  206  of  the  NGPA.  Exemptions  for 
such  gas  may  be  obtained  in  the  manner 
prescribed  in  §  282.215.  Adjustments 
under  authority  of  section  502(c)  of  the 
NGPA  as  may  be  necessary  to  prevent 
special  hardship,  inequity,  or  unfair 
distribution  of  burdens  may  be  obtained 
as  provided  in  §  1.41. 

(b)  Discretionary  exemptions. 

Petitions  for  an  exemption  under 
authority  of  section  206(d)  of  the  NGPA 
may  be  filed  in  the  manner  prescribed  in 
§  282.206. 

6.  The  text  of  §  282.203,  which 
currently  consists  of  an  introductory 
paragraph  and  paragraphs  (a),  (a)  (1) 
and  (2),  (b)  through  (ej,  is  amended  as 
follows: 

a.  Paragraphs  (a),  (a)  (1)  and  (2),  and 
(bj  through  (e)  are  redesignated  as 
paragraphs  (a](l),  (aj(l)  (i)  and  (ii),  and 
(a)(2)  through  (a)(5)  respectively. 

b.  The  introductory  paragraph  is 
redesignated  as  the  introductory  text  of 
paragraph  (a)  and  revised  to  read  as  set 
forth  below. 

c.  A  new  paragraph  (b)  is  added  to 
read  as  set  forth  below. 

For  the  convenience  of  the  user,  the  text 
of  the  redesignated  paragraphs  (a), 

(a)(1),  (a)(l)(i).  and  (a)(3)  through  (a)(5) 
is  also  set  forth  below. 

§  282.203  Exempt  end-uses. 

(a)  Stotutory  exemptions.  In 
accordance  with  the  provisions  of 
section  206  of  the  NGPA,  natural  gas 
used  for  the  following  purposes  shall  be 
exempt  from  incremental  pricing  under 
this  part: 

(1)  All  gas  used  for  boiler  fuel  by  an 
industrial  boiler  fuel  facility  which  was: 

(1)  In  existence  on  November  9, 1978: 
and 

(ii)  *  *  * 

(2)  *  *  * 

(3)  All  gas  used  in  a  school,  hospital, 
or  similar  institution; 

(4)  Ail  gas  used  for  the  generation  of 
electricity  by  an  electric  utility:  and 

(5)  All  gas  used  in  a  qualifying 
cogeneration  facility. 

(b)  Partial  exemption  for  non-boiler 
fuel  use.  That  volume  of  natural  gas 
consumed  in  uses  other  than  as  boiler 
fuel  by  an  industrial  facility  which  is  not 
exempt  from  incremental  pricing 
pursuant  to  paragraphs  (a)(2)  through 
(a)(5)  of  this  section  and  which  is  equal 
to  or  less  than  an  average  of  300  Mcf  per 
day  during  any  month  shall  be  exempt 
from  incremental  pricing  under  this  part. 


§282.204  [Deleted) 

7.  Section  282.204  is  deleted  in  its 
entirety. 

§  282.206  (Amended) 

8.  Section  282.206  is  amended  in 
paragraph  (a)  by  deleting  the  words 
“boiler  fuel”  from  the  term  “industrial 
boiler  fuel  facility.” 

§  282.207  [Amended) 

9.  Section  282.207  is  amended  in 
paragraph  (a)  by  deleting  the  words 
“boiler  fuel”  from  the  term  “industrial 
boiler  fuel  facility,” 

10.  Part  282  is  amended  to  add  a  new 
§  282.208  to  read  as  follows: 

§  282.208  Exemptions  under  section 
502(c). 

(a)  General  rule.  The  Commission 
may,  under  authority  of  section  502(c)  of 
the  NGPA,  exempt  any  non-exempt 
industrial  facility  (or  category  thereof), 
in  whole  or  in  part,  from  any  provision 
of  this  part. 

(b)  Procedures.  The  procedures  set 
forth  in  §  1.41  shall  apply  to  an 
application  for  an  exemption  in  the 
nature  of  an  adjustment  as  described  in 
paragraph  (a)  of  this  section. 

11.  Part  282  is  amended  to  add  a  new 
§  282.215  to  read  as  follows: 

§  282.215  Exemption  affidavits. 

(a)  General.  This  section  establishes 
procedures  by  which  owners  or 
operators  of  industrial  facilities  may 
obtain  an  exemption  for  natural  gas 
used  for  the  purposes  described  in 

§  282.203. 

(b)  Obtaining  an  exemption.  (1)  In 
order  to  obtain  a  partial  or  total 
exemption  from  incremental  pricing,  an 
owner  or  operator  of  an  industrial 
facility  shall  file  an  exemption  affidavit, 
as  described  in  paragraph  (b)(3),  signed 
and  dated  by  a  responsible  official 
associated  with  the  facility,  under  oath, 
with  the  Federal  Energy  Regulatory 
Commission,  825  North  Capitol  Street, 
NE.,  Washington,  D.C.  20426,  and  send  a 
copy  of  the  executed  affidavit  to  the 
natural  gas  supplier  serving  the 
industrial  facility. 

(2)  Commission  to  provide  exemption 
affidavits.  The  Commission  will  provide 
exemption  affidavits  as  described  in 
paragraph  (b)(3)  of  this  section  to 
natural  gas  suppliers  and  to  any  other 
interested  person  upon  request. 

Requests  should  be  directed  to  the 
Division  of  Public  Information,  Federal 
Energy  Regulatory  Commission,  Room 
1000,  825  North  Capitol  Street,  NE., 
Washington,  D.C.  20426. 

(3)  Contents  of  exemption  affidavits. 

(i)  The  exemption  affidavit  will  provide 
the  owner  or  operator  of  an  industrial 
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facility  with  the  opportunity  to  respond 
to  a  series  of  questions  so  that  the 
owner  or  operator  may  establish,  if 
appropriate,  the  basis  for  one  or  more  of 
the  exemptions  set  forth  in  §  282.203. 

(ii)  The  exemption  affidavit  will 
indicate  the  record  retention  obligation 
which  may  be  incurred  by  the  customer 
under  paragraph  (b)(7)  of  this  section. 

(4)  Effect  of  filing  an  exemption 
affidavit.  If  the  owner  or  operator  of  an 
industrial  facility  files  an  executed 
affidavit  in  accordance  with  paragraph 

(b)(1)  of  this  section,  that  volume  of 
natural  gas  which  is  consumed  in  the 
facility  for  exempt  uses  shall  be  exempt 
from  incremental  pricing  under  this  part, 
if  determined  in  accordance  with 

§  282.504(c)(2)(ii). 

(5)  Availability  from  natural  gas 
suppliers — (i)  Initial  service.  Not  later 
than  July  1, 1980,  each  natural  gas 
supplier  shall  mail  or  otherwise  supply 
an  exemption  affidavit,  as  described  in 
paragraph  (b)(3)  of  this  section,  to  the 
owner  or  operator  of  each  industrial 
facility  on  such  natural  gas  supplier’s 
system. 

(ii)  Response  date.  Natural  gas 
suppliers  which  supply  exemption 
affidavits  under  paragraph  (b)(5)(i)  of 
this  section  shall  request  that  executed 
affidavits  be  filed  on  or  before  August  1, 
1980,  in  accordance  with  paragraph 

(b)(1)  of  this  section. 

(iii)  Ongoing  availability.  After  July  1, 
1980,  natural  gas  suppliers  shall  make 
exemption  affidavits  available  at  their 
principal  place  of  business  on  an 
ongoing  basis  during  regular  business 
hours. 

(6)  Effective  date  of  exemption,  (i)  If 
the  owner  or  operator  of  an  industrial 
facility  files  an  exemption  affidavit  with 
the  Commission  and  sends  a  copy  to  the 
facility's  natural  gas  supplier  in 
accordance  with  paragraph  (b)(1)  of  this 
section  on  or  before  (one  day  prior  to 
day  90  days  following  expiration  of  30- 
day  Congressional  review  period),  the 
facility  shall  be  exempt  from 
incremental  pricing  in  accordance  with 
this  part  as  of  (90  days  following 
expiration  of  30-day  Congressional 
review  period). 

(ii)  If  the  owner  or  operator  of  an 
industrial  facility  files  an  exemption 
affidavit  with  the  Commission  and 
sends  a  copy  to  the  facility’s  natural  gas 
supplier  in  accordance  with  paragraph 
(b)(1)  of  this  section  on  or  after  (same 
date  as  in  paragraph  (b)(6)(i)  of  this 
section),  the  facility  shall  be  exempt 
from  incremental  pricing  under  this  part 
as  of  the  beginning  of  the  first  full  month 
following  the  date  the  exemption 
affidavit  is  filed  with  the  Commission 
and  received  by  the  facility’s  natural  gas 
supplier. 


(7)  Record  retention.  If  the  owner  or 
operator  of  an  industrial  facility  obtains 
an  exemption  by  filing  an  affidavit,  in 
accordance  with  paragraph  (b)(1),  the 
owner  or  operator  shall,  for  a  period  of 
at  least  three  years  from  the  date  of 
filing  the  exemption  affidavit,  retain  all 
records,  documents  or  data  which 
formed  the  bases  of  the  responses  on  the 
affidavit. 

(c)  Public  availability  of  exemption 
information.  (1)  Executed  exemption 
affidavits.  Copies  of  executed 
exemption  affidavits  which  are  filed 
with  the  Commission  shall  be  available 
for  public  inspection  through  the 
Division  of  Public  information.  Federal 
Energy  Regulatory  Commission,  Room 
1000,  825  North  Capitol  Street,  NE, 
Washington,  D.C.  20426. 

(2)  Lists  of  non-exempt  facilities,  (i) 

On  or  before  November  1, 1980,  each 
natural  gas  supplier  shall  file  with  the 
Secretary,  Federal  Energy  Reulatory 
Commision,  825  North  Capitol  Street, 

NE.,  Washington,  D.C.  20426,  and  with 
each  state  or  local  regulatory  authority 
having  appropriate  jurisdiction  over  the 
supplier,  a  list  of  all  industrial  facilities 
served  directly  by  the  supplier  which 
did  not  qualify  for  an  exemption  for 
their  total  use  of  natural  gas  as  of  [one 
day  prior  to  day  90  days  following 
expiration  of  30-day  Congressional 
review  period). 

(ii)  On  or  before  November  1  of  each 
year  after  1980,  each  natural  gas 
supplier  shall  file  with  the  agencies 
specified  in  paragraph  (c)(2)(i)  of  this 
section  a  revised  list  of  all  non-exempt 
industrial  facilities  serv’ed  directly  by 
the  supplier.  A  revised  list  shall  indicate 
all  additions  or  revisions  to  or  deletions 
from  the  prior  year’s  list. 

(iii)  Lists  of  non-exempt  industrial 
facilities  filed  in  accordance  with 
paragraphs  (c)(2)  (i)  or  (ii)  of  this  section 
shall  indicate  the  alternative  fuel 
capability  of  each  facility  thereon,  as 
established  in  accord  with  the 
provisions  of  §  282.403. 

(iv)  Lists  of  non-exempt  facilities  filed 
in  accordance  with  paragraphs  (c)(2)  (i) 
or  (ii)  of  this  section  shall  be  available 
for  public  inspection  through  the 
Division  of  Public  Information,  Federal 
Energy  Regulatory  Commission,  Room 
1000,  825  North  Capitol  Street  NE., 
Washington,  D.C.  20426. 

(d)  Protests.  (1)  Any  interested  person 
may  protest  the  exemption  of  an 
industrial  facility  from  incremental 
pricing. 

(2)  The  procedures  set  forth  in  §  1.10 
shall  govern  the  filing  of  such  a  protest, 
except  that  any  person  filing  such  a 
protest  shall  serve  a  copy  of  the  protest 
on  the  affiant  of  the  exemption  affidavit. 


(3)  The  affiant  may  file  an  answer  to 
any  protest.  Such  answer  must  be  filed 
within  30  days  of  the  service  date  of  a 
protest.  The  affiant  shall  serve  a  copy  of 
the  answer  on  the  party  filing  the 
protest. 

§  282.401  [Amended] 

12.  Section  282.401  is  amended  by 
deleting  the  words  “boiler  fuel”  and 

§  §  282.402  through  282.405  are  amended 
by  deleting  the  words  “boiler  fuel” 
wherever  they  appear  in  the  phrase 
“industrial  boiler  fuel  facility(ies).” 

13.  Section  282.501  is  amended  by 
deleting  the  words  “boiler  fuel” 
wherever  they  appear  in  the  phrase 
“industrial  boiler  fuel  facility(ies)”  in 
paragraphs  (c)  and  (c)(2)  and  by  revising 
paragraphs  (c)(3)  and  (d)  to  read  as 
follows: 

§  282.501  General  rule. 
***** 

(c)  *  *  * 

(3)  the  maximum  surcharge  absorption 
capability  of  a  non-exempt  industrial 
facility  for  any  calendar  month  shall  be 
determined  by  utilizing  the  alternative 
fuel  price  ceiling(s)  applicable  to  that 
calendar  month  and  the  meter  reading(s) 
made  during  the  meter  reading  period 
beginning  on  the  20th  day  of  such 
month.  If  more  than  one  meter  reading  is 
made  in  a  meter  reading  period,  a 
cumulative  total  of  all  meter  readings 
made  in  such  period  shall  be 
determined. 

(d)  Each  month,  in  the  case  of 
interstate  pipelines,  the  amount 
accumulated  in  the  pipeline’s 
unrecovered  incremental  gas  costs 
account  which  cannot  be  recovered  by 
way  of  incremental  pricing  surcharges 
shall  be  cleared  from  that  account  to 
account  805.2,  Incremental  Gas  Cost 
Adjustments,  in  accordance  with 

§  282.502. 

14.  Section  282.503  is  amended  by 
deleting  the  words  “boiler  fuel”  from  the 
term  “industrial  boiler  fuel  facilities”  in 
paragraphs  (a)(2)(ii)  and  (c)  and  by 
revising  paragraph  (b)  to  read  as 
follows: 

§  282.503  PGA  reduction. 

*  *  .  *  *  * 

(b)  Projected  MS  AC  of  a  non-exempt 
industrial  facility.  (1)  The  projected 
MSAC  of  a  non-exempt  industrial 
facility  for  a  coming  PGA  period  shall  be 
calculated  by  a  natural  gas  supplier  in 
accordance  with  the  following  formula, 
in  which  the  symbol  “  *  ”  indicates  a 
projection: 
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where: 

lCl= Projected  MSAC  of  the  non- 
exempt  industrial  facility. 

AB= Projected  alternative  fuel  price 
ceiling,  plus  taxes,  for  the  boiler  fuel 
consumed  in  a  non-exempt  use  by  the 
industrial  facility,  as  determined  in 
accordance  with  paragraph  (b)(2Ki)  of 
this  section. 

RB= Projected  rate  per  million  Btu’s 
(excluding  any  incremental  pricing 
surcharge),  plus  taxes,  at  which  the 
industrial  facility  will  purchase  natural 
gas  for  non-exempt  boiler  fuel  use,  as 
determined  in  accordance  with 
paragraph  (b](3)(i)  of  this  section. 

VB=Projected  volume  of  natural  gas 
(at  1,000  Btu’s  per  cubic  foot)  that  the 
industrial  facility  will  purchase  from  the 
natural  gas  supplier  and  use  for  non¬ 
exempt  boiler  fuel,  as  estimated  for  each 
of  the  months  “1”  (one)  through  “n”  of 
the  PGA  period. 

As = Projected  alternative  fuel  price 
ceiling,  plus  taxes,  for  all  natural  gas 
consumed  in  a  non-exempt  use  other 
than  as  boiler  fuel  by  an  industrial 
facility,  as  determined  in  accordance 
with  paragraph  (b)(2)(ii)  of  this  section. 

ftS= Projected  rate  per  million  Btu's 
(excluding  an  incremental  pricing 


surcharge),  plus  taxes,  at  which  the 
industrial  facility  will  purchase  natural 
gas  for  consumption  in  a  non-exempt 
use  other  than  as  boiler  fuel,  as 
determined  in  accordance  with 
paragraph  (b)(3)(ii)  of  this  section. 

Vs = Projected  volume  of  natural  gas 
(at  1,000  Btu’s  per  cubic  foot)  that  the 
industrial  facility  will  purchase  from  the 
natural  gas  supplier  in  excess  of 
otherwise  exempt  volumes  and  an 
average  of  300  Mcf  per  day  and  consume 
in  a  use  other  than  as  boiler  fuel,  as 
estimated  for  each  of  the  months  “1” 
(one)  through  "n”  of  the  PGA  period. 

T= Projected  total  percentage  tax  rate 
reflecting  any  state  and  local  taxes 
applicable  to  an  incremental  pricing 
surcharge. 

n=Last  month  of  the  PGA  period. 

(2)  Projected  alternative  fuel  price 
ceilings — (i)  Non-exempt  boiler  fuel  use. 
As  a  value  for  “AB”  for  each  of  the 
months  “1”  (one)  through  “n”  of  the 
coming  PGA  period,  a  natural  gas 
supplier  shall  use  the  most  recently 
established  alternative  fuel  price  ceiling 
applicable  to  the  facility’s  non-exempt 
boiler  fuel  use,  plus  taxes,  unless  the 
supplier  elects  to  estimate  the 
applicable  alternative  fuel  price  ceilings 


for  each  month.  In  that  case,  the 
estimated  ceilings,  plus  taxes,  may  be 
used  as  values  for  “AB”. 

(ii)  Non-exempt  use  other  than  boiler 
fuel.  As  a  value  for  “AS”  for  each  of  the 
months  “1”  (one)  through  “n"  of  the 
coming  PGA  period,  a  natural  gas 
supplier  shall  use  the  most  recently 
established  alternative  fuel  price  ceiling 
applicable  to  the  non-exempt  use  of  gas 
other  than  as  boiler  fuel  in  the  facility, 
plus  taxes,  unless  the  supplier  elects  to 
estimate  the  applicable  alternative  fuel 
price  ceilings  for  each  month.  In  that 
case,  the  estimated  ceilings,  plus  taxes, 
may  be  used  as  values  for  “AS”. 

(iii)  Assistance  for  local  distribution 
companies.  If  a  local  distribution 
company  desires  assistance  in 
estimating  applicable  alternative  fuel 
price  ceilings  for  each  of  the  months  of 
the  coming  PGA  period,  the  interstate 
pipeline  which  supplies  the  local 
distribution  company  shall  provide  such 
assistance. 

(3)  Projected  rates — (i)  Local 
distribution  company.  (A)  Non-exempt 
boiler  fuel  use.  As  a  value  for  “ftB”  for 
each  of  the  months  “1”  (one)  through  “n” 
of  the  coming  PGA  period,  a  local 
distribution  company  shall  use  its 
effective  boiler  fuel  industrial  gas  sales 
rate  per  million  Btu’s  at  the  time  of 
projection,  plus  taxes,  but  exclusive  of 
any  incremental  pricing  surcharges, 
unless  the  local  distribution  company 
elects  to  adjust  such  rate  to  reflect 
general  rate  changes  which  it  is  known 
will  occur  during  the  PGA  period  under 
authority  of  a  state  or  local  regulatory 
body.  If  the  local  distribution  company 
elects  to  adjust  the  rate,  the  values  used 
for  “ftB”  may  reflect  the  adjustments  for 
the  months  of  the  PGA  period  for  which 
the  adjustments  are  appropriate. 

(B)  Non-exempt  use  other  than  boiler 
fuel.  As  a  value  for  “ftS”  for  each  of  the 
months  “1”  (one  through  “n”  of  the 
coming  PGA  period,  a  local  distribution 
company  shall  use  its  effective  non¬ 
boiler  fuel  industrial  gas  sales  rate  per 
million  Btu’s  at  the  time  of  projection, 
plus  taxes,  exclusive  of  any  incremental 
pricing  surcharges,  unless  the  local 
distribution  company  elects  to  adjust 
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such  rate  to  reflect  general  rate  changes 
which  it  is  known  will  occur  during  the 
PGA  period  under  authority  of  a  state  or 
local  regulatory  body.  If  the  local 
distribution  company  elects  to  adjust  the 
rate,  the  values  used  for  “ftS”  may 
reflect  the  adjustments  for  the  months  of 
the  PGA  period  for  which  the 
adjustments  are  appropriate. 

(ii)  Interstate  pipeline — (A)  Non¬ 
exempt  boiler  fuel  use.  As  a  value  for 
“ftB"  for  each  of  the  months  "1”  (one 
through  "n”  of  the  coming  PGA  period, 
an  interstate  pipeline  shall  use  its 
effective  boiler  fuel  industrial  gas  sales 
contract  rate  per  million  Btu’s  at  the 
time  of  the  projection,  plus  taxes,  but 
exclusive  of  any  incremental  pricing 
surcharges,  unless  the  pipeline  elects  to 
adjust  such  rate  to  reflect  rate  changes 
which  it  is  known  will  occur  during  the 
PGA  period. 

(B)  Non-exempt  use  other  than  boiler 
fuel.  As  a  value  for  “ftS”  for  each  of  the 
months  “1”  (one)  through  “n”  of  the 
coming  PGA  period,  an  interstate 
pipeline  shall  use  its  effective  non-boiler 
fuel  industrial  gas  sales  contract  rate  per 
million  Btu’s  at  the  time  of  the 
projection,  plus  taxes,  but  exclusive  of 
any  incremental  pricing  surcharges, 
unless  the  pipeline  elects  to  adjust  such 


where: 

M=MSAC  of  the  non-exempt 
industrial  facility. 

AB  =  Alternative  fuel  price  ceiling, 
plus  taxes,  applicable  to  the  boiler  fuel 
consumed  in  a  non-exempt  use  by  the 
industrial  facility  during  the  subject 
calendar  month. 

RB=Rate  per  million  Btu’s  (excluding 
any  incremental  pricing  surcharge),  plus 
taxes,  at  which  the  industrial  facility 
purchased  gas  for  consumption  as  boiler 
fuel  in  a  non-exempt  use  from  the 
natural  gas  supplier  during  the  month. 

VB=Volume  of  natural  gas  (at  1,000 
Btu’s  per  cubic  foot)  suplied  by  the 
natural  gas  supplier  to  the  industrial 
facility  for  consumption  as  boiler  fuel  in 
a  non-exempt  use  during  the  month,  as 
determined  in  accordance  with 
paragraph  (c)(2)(ii)  of  this  section. 

AS=Alternative  fuel  price  ceiling, 
plus  taxes,  applicable  to  consumption  of 
gas  in  a  non-exempt  use  other  than  as 
boiler  fuel  by  the  industrial  facility 
during  the  subject  calendar  month. 


rate  to  reflect  rate  changes  which  it  is 
known  will  occur  during  the  coming 
PGA  period. 

tir  4r  *  4r  * 

15.  Section  282.504  is  amended  by 
deleting  the  words  "boiler  fuel”  from  the 
term  “industrial  boiler  fuel  facility(ies)” 
in  paragraphs  (a),  (c)(1),  (c)(3),  (c)(4), 
(d)(2)  and  (d)(3)(ii),  and  by  adding 
paragraph  (c)(l)(iii)  and  revising 
paragraph  (c)(2)  to  read  as  follows: 

§  282.504  Incremental  pricing  surcharge. 

*  *  *  *  * 

(c)  Surcharges  on  non-exempt 
industrial  facilities.  (1)  *  *  * 

(1)  *  *  * 

(ii)  ‘  *  * 

(iii)  For  the  period  November  1, 1980, 
through  October  31, 1981,  a  state  may 
elect  to  allocate  that  portion  of  an 
industrial  facility’s  surcharge  as 
determined  in  accord  with  subdivisions 
(i)  or  (ii)  of  this  subparagraph  which  is 
applicable  to  non-boiler  fuel  use  of 
natural  gas  and  which  exceeds  75  cents 
per  Mcf  to  other  non-exempt  industrial 
facilities  within  the  state. 

(2)  MSAC  of  a  non-exempt  industrial 
facility,  (i)  The  MSAC  of  a  non-exempt 
industrial  facility  for  any  calendar 
month  shall  be  determined  in 
accordance  with  the  following  formula: 


RS  =  Rate  per  million  Btu’s  (excluding 
any  incremental  pricing  surcharge),  plus 
taxes,  at  which  the  industrial  facility 
purchased  gas  for  consumption  in  a  non¬ 
exempt  use  other  than  as  boiler  fuel 
during  the  month. 

VS  =  Volume  of  natural  gas  (at  1,000 
Btu’s  per  cubic  foot)  supplied  by  the 
natural  gas  supplier  and  consumed  in  a 
use  other  than  as  boiler  fuel  by  the 
industrial  facility  that  is  not  otherwise 
exempt  and  that  exceeds  an  average  of 
300  Mcf/ day  during  the  month,  as 
determined  in  accordance  with 
paragraph  (c)(2)(ii). 

T  =  Total  percentage  tax  rate 
reflecting  any  state  and  local  taxes 
applicable  to  an  incremental  pricing 
surcharge. 

(ii)(A)  For  the  period  January  1, 1980, 
through  October  31, 1981,  the  volume  of 
natural  gas  supplied  to  a  non-exempt 
industrial  facility  during  a  month  may 
be  determined  in  accordance  with 


§  282.207. 

(B)(i)  Subject  to  clause  [2],  on  and 
after  November  1, 1981,  the  non-exempt 
volume  of  natural  gas  supplied  by  a 
natural  gas  supplier  to  a  non-exempt 
industrial  facility  during  a  month  shall 
be  deemed  to  be  the  total  volume  of 
natural  gas  supplied  to  the  facility 
during  the  month,  unless  the  natural  gas 
supplier  serving  the  facility 
distinguishes  the  volumes  used  for  non¬ 
exempt  uses  from'  the  volumes 
consumed  in  exempt  uses  on  the  basis  of 
submeter  readings.  If  volumes  consumed 
in  non-exempt  uses  are  so  identified, 
such  volumes  shall  be  the  basis  for 
determining  the  MSAC  of  the  industrial 
facility  in  accordance  with  subdivision 
(i)  of  this  subparagraph. 

[2]  Certified  monthly  estimates 
determined  in  accordance  with  §  282.207 
may  be  utilized  to  determine  the  volume 
of  natural  gas  consumed  in  the  facility 
for  non-exempt  uses  for  a  period 
fpllowing  November  1, 1981:  Provided, 
That  the  owner  or  operator  of  the 
facility  has  obtained  a  purchase  order 
for  all  submeters  which  will  be  needed 
in  the  facility  by  November  1, 1981,  and 
such  submeters  will  be  installed  within 
a  reasonable  period  of  time. 
***** 

16.  Section  282.506  is  revised  to  read 
as  follows: 

§282.506  Refunds. 

(a)  Non-exempt  boiler  fuel  use.  'The 
jurisdictional  portion  of  any  refund 
(including  interest  applicable  thereto) 
which  is  attributable  to  that  portion  of 
service  provided  to  and  consumed  as 
boiler  fuel  for  a  non-exempt  use  by 
industrial  facilities  prior  to  January  1, 
1980,  which  had  not  been  flowed 
through  to  such  users  as  of  December  31, 
1979,  shall  be  flowed  through  as  a  lump 
sum  payment  in  appropriate  amounts  to 
each  appropriate  natural  gas  supplier  for 
the  benefit  of  such  users.  Such  refunds 
shall  be  calculated  on  the  basis  of  sales 
to  such  users  during  the  period  when  the 
rates  which  gives  rise  to  the  refund  were 
in  effect. 

(b)  Non-exempt  use  other  than  boiler 
fuel.  The  jurisdictional  portion  of  any 
refund  (including  interest  applicable 
thereto)  which  is  attributable  to  that 
portion  of  service  provided  to  and 
consumed  in  a  non-exempt  use  other 
than  as  boiler  fuel  by  non-exempt 
industrial  facilities  prior  to  (90  days 
following  expiration  of  30-day 
Congressional  review  period)  which  has 
not  been  flowed  through  to  such  users 
as  of  (day  prior  to  day  90  days  following 
expiration  of  30-day  Congressional 
review  period)  shall  be  flowed  through 
as  a  lump  sum  payment  in  appropriate 


M  =  [(AB-RB)(VB)  -I-  (AS-RS)(VS)] 
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amounts  to  each  appropriate  natural  gas 
supplier  for  the  beneHt  of  such  users. 
Such  refunds  shall  be  calculated  on  the 
basis  of  sales  to  such  users  during  the 
period  when  the  rates  which  givq  rise  to 
the  refund  were  in  effect. 

17.  Section  282.601  is  amended  by 
revising  paragraph  (c)  to  read  as 
follows: 

§  282.601  FERC  gas  tariff  provisions. 
***** 

(c)  Filing  dates.  The  incremental 
pricing  surcharge  provision  and  revised 
PGA  provision  shall  be  filed  with  the 
Secretary,  Federal  Energy  Regulatory 
Commission,  825  North  Capitol  Street, 
NE.,  Washington,  D.C.  20426  and  served 
on  all  parties  by  July  1, 1980.  The 
provisions  shall  become  effective  on 
August  1, 1980,  unless  disapproved  in 
whole  or  in  part  by  the  Commission. 

18.  Section  282.602  is  amended  by 
revising  paragraph  (a)  to  read  as 
follows: 

§  282.602  Tariff  sheets. 

(a)  General  rule.  (1)  On  or  before 
August  1, 1980,  for  the  period  (90  days 
following  expiration  of  30-day 
Congressional  review  period),  to  the 
effective  date  of  the  pipeline’s  next 
normally  scheduled  PGA  filing,  each 
interstate  pipeline  shall  file 
concurrently: 

(i)  A  tariff  sheet  reflecting  a  reduced 
PGA  rate  as  determined  in  accordance 
with  §  282.503;  and 

(ii)  A  tariff  sheet  reflecting  the 
projected  incremental  pricing  surcharges 
for  each  month,  as  determined  on  the 
basis  of  data  used  in  deriving  the 
reduced  PGA  rates  referenced  in 
subdivision  (i)  of  this  subparagraph,  for 
each  of  the  direct  sale  non-exempt 
industrial  facilities  and  the  aggregate 
amount  applicable  to  each  sale-for- 
resale  customer  on  the  pipeline’s 
system. 

***** 

19.  Section  282.603  is  amended  by 
revising  paragraph  (a)  to  read  as 
follows: 

§  282.603  Informational  filings. 

(a)  General  rule.  For  informational 
purposes,  each  month  commencing  with 
September  1980,  each  interstate  pipeline 
company  shall  Hie  with  the  Commission 
a  statement  setting  forth  the  incremental 
pricing  surcharge  actually  billed  to  each 


non-exempt  industrial  facility  and  sale- 
for-resale  customer  on  its  system  in  the 
preceding  month. 

***** 

Appendix  A — Summary  of  Comments 
on  Phase  II  Rulemaking 

(Note. — ^This  Appendix  A  will  not  appear 
in  the  Code  of  Federal  Regulations.] 

The  attached  chart  is  a  summary  of 
the  oral  comments  made  in  the  hearings 
and  the  written  comments  submitted  in 
response  to  the  Notice  of  Proposed 
Rulemaking  in  Docket  No.  RM80-10.  The 
comments  have  been  organized 
according  to  interest  group.' 

A  total  of  522  comments  were 
received  on  the  Phase  II  proposal.  This 
total  includes  347  comments  on  behalf  of 
industrial  end-users;  eleven  comments 
from  Chambers  of  Commerce;  seven 
comments  on  behalf  of  consumer 
organizations  or  individual  consumers; 
thirteen  comments  on  behalf  of  natural 
gas  liquids  extraction  plants;  and 
sixteen  comments  on  behalf  of  pipeline 
companies.  Local  distribution 
companies  filed  a  total  of  sixty-four 
comments;  sixteen  state  regulatory 
Commissions  participated  in  the 
proceedings;  and  three  Federal  agencies 
submitted  comments.  Finally,  forty-five 
Congressmen  submitted  views  or  formal 
comments. 

Commenters  addressed  numerous 
issues  inherent  in  the  Phase  II  proposal. 
For  purposes  of  this  summary,  the  issues 
have  been  grouped  into  ten  major 
categories.  An  “X”  placed  in  a  column 
indicates  that  the  commenter  discussed 
at  least  one  issue  within  that  particular 
category.  The  ten  categories  include  the 
following  issues: 

Timing:  includes  comments  requesting 
the  Commission  to  delay  implementing  a 
Phase  II  rulemaking  because  of  lack  of 
information  on  the  impact  of 
incremental  pricing  and/or  lack  of 
experience  with  implementing  the  Phase 
I  program. 

Scope:  includes  comments  requesting 
the  Commission  to  expand  or  limit  the 
class  of  gas  users,  or  the  type  of  gas  use 
covered  by  incremental  pricing. 

No.  2  or  No.  6:  includes  comments  that 
recommended  a  ceiling  price  to  be 
adopted  by  the  Commission.  All  except 
a  few  of  these  comments  recommended 
adopting  a  single  tier  high  sulfur  No.  6 
ceiling  price. 


'  Several  individuals  submitted  comments  over 
their  own  names,  arguing  an  industrial  point  of 
view.  These  comments  are  included  within  the 
“industrial  end-user"  group. 


Market  Ordering:  includes  comments 
that  expressed  the  view  that  the 
incremental  pricing  program  will  not  be 
able  to  meet  its  market  ordering 
objectives  because  it  will  not  be  able  to 
restrain  pipeline  bidding  for  new 
supplies  of  gas. 

Price  Sheltering:  includes  comments 
that  express  the  view  that  the 
incremental  pricing  program  will  not 
achieve  its  objective  of  shielding  high 
priority  users.  The  arguments  in  support 
of  this  position  included  views  that  high 
priority  users  will  not  receive  a  benefit 
because  load  loss  will  result  on  many 
systems,  causing  an  increase  in  rates  to 
the  high  priority  users,  and  that  the 
increased  gas  prices  paid  by 
incrementally  priced  industrials  will  be 
passed  on  to  the  high  priority  users  in 
the  form  of  higher  prices  for  consumer 
products. 

Adverse  Economic  Impact:  includes 
comments  indicating  that  incremental 
pricing  will  have  any  of  the  following 
economic  impacts:  increase  inflation, 
increase  unemployment,  decrease  rate 
of  growth,  increase  balance  of  payment 
deficit,  cause  plant  shutdowns  and 
create  competitive  disadvantages  in  the 
foreign  and/or  domestic  markets. 

Increase  Oil  Use:  includes  comments 
stating  that  the  incremental  pricing 
program  will  cause  fuel  switching  from 
gas  to  oil  because  the  price  of  gas  will 
be  equal  to  or  exceed  the  price  of  oil. 
Thus,  U.S.  dependence  on  oil  imports 
will  be  increased. 

Load  Loss:  includes  comments  that 
alleged  that  the  incremental  pricing 
program  will  cause  fuel  switching  from 
gas  to  alternative  fuels  for  many 
industries,  which  will  increase  the  fixed 
costs  the  remaining  customers  on  the 
gas  system  will  have  to  bear. 

Conservation:  includes  comments 
alleging  that  incremental  pricing  hides 
the  true  cost  of  gas  to  high  priority  users, 
thus  creating  a  disincentive  to  conserve. 

Keep  Estimation  Procedure:  includes 
comments  opposing  a  submetering 
requirement  and  recommending 
permanent  adoption  of  an  estimation 
approach.  The  majority  of  these 
comments  endorsed  the  disclosed 
estimation  methodology  approach 
adopted  by  the  Commission  in  Docket 
No.  RM80-16. 

Attachment. 
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Appendix  B — Estimate  of  Volumes 
Subject  to  the  Phase  II  Rule 

[Note. — This  Appendix  B  will  not  appear  in 
the  Code  of  Federal  Regulations.] 

In  order  to  estimate  the  direct 
industrial  cost  impact  of  the  final  rule, 
data  from  the  EIA-50  reporting  form 
have  been  analyzed.  Four  industries 
were  considered  in  detail;  chemicals; 


petroleum;  stone,  clay  and  glass;  and 
primary  metals  (SIC  codes  28,  29,  32,  and 
33  respectively).  In  the  Environmental 
Assessment  accompanying  this  rule  it 
was  determined  that  these  four 
industries  account  for  nearly  80%  of 
total  non-boiler  gas  use  in 
manufacturing. ‘Table  A-1  reproduces 
the  relevant  table  from  the 
Environmental  Assessment. 


Table  A-1.— /S76  Manufacturing  Sector  Natural  Gas  Consumption  by  Industry  and  End  Use  ' 


SIC  code  and  industry 

Natural  gas  use  (10  ”  Btu) 

Boiler’ 

Process  heat  Feed  stock  Other  ’ 

Total 

nonboiler 
gas  use  * 

20  Food .  ^  358  119  . .  1  478  3 

22  Textiles .  44  40  .  84  1 


293 

72 

1 

366 

2 

28  Chemicals . 

1.062 

450 

474 

198 

2,184 

25 

251 

713 

16 

*980 

19 

30 

593 

623 

16 

348 

661 

40 

*1,049 

18 

Other  manufacturing . 

270 

588 

6 

864 

16 

All  manufacturing . 

2,656 

3,236 

474 

262 

6,628 

100 

Functional  use  as  percent  of  total 

40 

49 

7 

4 

100 

manufacturing. 

'  Included  intrastate  consumption. 

’Boiler  use  includes  space  heating,  electric  generation,  arxl  process  steam. 

’Other  includes  machine  drive,  lighting,  space  cooling,  and  miscellaneous  uses  not  explicitly  specified  in  this  table. 

*  Nonboiler  includes  process  heat  and  feedstocks. 

’Only  purchased  natural  gas  is  shown  for  the  petroleum  and  steel  irKlustries.  Refinery  gas  accounts  for  roughly  one  quad  of 
gaseous  fuel  use  in  SIC  29,  and  coke  oven  gas  contributes  approximately  0.3  quads  of  gaseous  fuel  use  in  steel. 

Source:  EEA,  "Energy  Consumption  Data  Base,  1976”  (interim  results),  December  1979. 


Because  the  EIA-50  data  does  not 
distinguish  between  boiler  and  non¬ 
boiler  use  of  gas,  an  estimate  of  non¬ 
boiler  use  had  to  be  developed 
independently.  Again  relying  upon 
information  developed  in  the 
Environmental  Assessment,  the  fraction 
of  gas  used  for  purposes  other  than 
boiler  fuel  in  the  four  industries  studied 
was  estimated  on  a  national  basis  as 
follows: 


SIC 

code 

Industry  description 

Percent  used 
in  non-txxler 
applications 

20 

51.37 

29 

74.39 

32 

Stone,  Clay.  Glass . 

95.18- 

33 

Primary  Metals . 

66.83 

These  percentages  were  used  to 
adjust  the  EIA-50  data  for  each  gas 
consuming  facility,  in  order  to  derive  an 
approximation  of  the  volumes  subject  to 
Phase  II.  The  most  recent  annual  set  of 
data  from  EIA-50  was  used,  running 
from  April  of  1978  to  March  of  1979.  The 
data  from  Texas,  Oklahoma,  New 
Mexico,  Alaska,  and  Hawaii  were 
excluded  in  order  to  reflect  only 
interstate  gas  consumption. 


After  adjustment  to  reflect  non-boiler 
use,  the  analysis  proceeded  by 
subtracting  from  the  monthly  gas  use 
reported  by  each  facility  a  quantity 
equal  to  300  Mcf  multiplied  by  the 
number  of  days  in  the  subject  month. 
This  yields  an  estimate  of  the  small  use 
exemption.  If,  in  any  month,  less  gas 
was  consumed  than  the  allowable 
exempt  volume,  incrementally  priced 
consumption  for  that  month  was  set 
equal  to  zero.  For  each  facility,  a  ratio 
was  developed  comparing  the  total 
annual  volume  subject  to  Phase  II  with 
the  total  annual  estimated  non-boiler 
use.  This  “coverage  ratio”  reflects  the 
proportion  of  a  facility’s  annual 
consumption  that  is  subject  to  Phase  II 
of  incremental  pricing.  A  value  of  zero 
indicates  that  no  gas  is  surcharged.  A 
value  close  to  unity  (1.0)  indicates  that 
almost  all  gas  is  subject  to  incremental 
pricing.  Because  the  first  300  Mcf  per 
day  of  gas  is  exempt  for  all  facilities,  the 
ratio  must  always  be  less  than  unity. 

The  coverage  ratio  is  then  used  to 
derive  the  effective  average  surcharge 


*  Environmental  Assessment  of  Incremental 
Pricing — Phase  II,  Docket  No.  RM80-10,  Federal 
Energy  Regulatory  Commission,  Office  of  Pipeline 
and  Producer  Regulation.  April  1980,  page  12. 


applicable  to  non-boiler  Phase  II  uses. 
For  example,  if  the  ratio  for  a  given 
facility  is  0.5,  half  the  gas  consumed  on 
an  annual  basis  is  incrementally  priced. 
So  if  the  surcharge  is  estimated  to  be  60 
cents  per  Mcf  and  half  of  the  facility’s 
consumption  will  be  surcharged,  the 
average  price  increase  resulting  from 
Phase  II  would  be  30  cents  per  Mcf.  If 
the  coverage  ratio  of  another  facility  is 
0.4,  the  average  price  increase  works  out 
to  24  cents  per  Mcf.  Obviously,  if  the 
coverage  ratio  is  zero,  all  gas  is 
exempted,  and  the  average  price 
increase  is  also  zero. 

In  this  analysis  of  economic  impact, 
industry  coverages  were  computed  and 
grouped  by  deciles.  On  a  state-by-state 
basis,  and  for  each  of  the  four  SIC  codes 
analyzed,  the  facilities  are  categorized 
into  those  having  coverage  ratios  greater 
than  or  equal  to  zero  but  less  than  0.1, 
greater  than  or  equal  to  0.1  but  less  than 
0.2,  and  so  forth.  Data  is  also  summed 
across  all  states  to  provide  a  national 
picture  of  the  extent  of  incremental 
pricing  under  Phase  II.  Along  with  the 
coverage  ratio  data,  volumes  subject  to 
Phase  II  and  estimated  non-boiler 
volumes  are  listed  by  SIC  code,  by  state 
and  nationally.  From  these  basic  data, 
estimates  of  the  aggregate  direct  cost 
impact  of  Phase  II  on  industrial  users 
may  be  derived  by  multiplying  non¬ 
exempt  volumes  by  the  applicable 
surcharge. 

Results 

The  national  summary  indicates  the 
following  potential  direct  cost  impact  of 
Phase  II,  based  on  volumes  as  reflected 
in  the  most  current  12  months  of  EIA-50 
data:  ^ 


Estimated  non- 

Estimated 

Percent  of  rwn- 

SIC  code 

boiler  use 

volume  subject 

boiler  use 

(Mcf) 

to  phase  II 

subject  to 

(Mcf) 

phase  II 
(percent) 

28 . 

246,309,699 

198,020,672 

80.40 

29 . 

176,199,695 

155,511,318 

88.26 

32 . 

380,361,341 

297,001,388 

78.08 

33 . 

.  374,157,181 

314,283.660 

81.97 

Total.... 

.  1,177,027,916 

964,826,038 

81.97 

The  aggregate  impact  of  Phase  II  is 
generally  consistent  across  the 
industries  studied.  The  higher 
percentage  of  gas  subject  to  incremental 
pricing  in  the  petroleum  industry  (SIC 
29)  probably  results  from  the  large 
facility  sizes  typical  in  the  industry.  On 
the  other  hand,  the  smaller  facility  sizes 


’These  figures  do  not  reflect  any  other 
exemptions  such  as  agriculture  or  cogeneration. 
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typical  in  the  stone,  clay  and  glass 
industries  (SIC  32)  give  rise  to  an 
aggregate  exposure  to  incremental 
pricing  somewhat  lower  than  the  four 
industry  average. 

Examination  of  the  coverage  ratio 
data  provides  further  insight  on 
expected  impacts  (see  Table  1).  In  the 
Chemical  industry  (SIC  28),  382  facilities 
out  of  a  total  of  706  fell  into  the  lowest 
decile.  These  382  facilities  would  be 
subject  to  incremental  pricing  for  less 
than  10  percent  of  their  gas 
consumption.  The  average  impact  on 
each  such  facility  would  range  from  zero 
to  six  cents  per  Mcf.  Thus,  over  half  of 
the  facilities  in  the  chemical  industry 
would  experience  little  or  no  direct  cost 
impact  from  Phase  II.  The  spread  among 
higher  deciles  is  relatively  uniform.  The 
highest  decile  contains  55  facilities,  or 
about  8  percent  of  the  total,  but 
consumes  approximately  65  percent  of 
total  non-boiler  use  in  the  chemical 
industry.  These  larger  facilities  would 
receive  an  average  price  increase 
ranging  between  54  cents  and  60  cents 
per  Mcf. 
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The  petroleum  industry  has  a  lower 
percentage  of  small  facilities:  only  59  out 
of  235,  or  25  percent,  fall  into  the  lowest 
decile.  The  remaining  facilities  are 
spread  rather  uniformly  among  the 
higher  deciles. 

The  stone,  clay,  and  glass  industries 
display  a  different,  more  bell-shaped, 
size  distribution.  Only  about  15  percent 
fall  into  the  lowest  decile.  The  highest 
decile  contains  less  than  10  percent  of 
the  total.  A  large  number  of  facilities  fall 
into  the  seventh  and  eighth  deciles; 
about  28  percent  of  all  facilities  are 
subject  to  average  surcharges  of 
between  42  cents  and  54  cents  per  Mcf. 

The  data  on  the  primary  metals 
industry  reveals  a  more  uniform  pattern. 
The  lowest  decile  contains  42  percent  of 
the  total.  The  highest  contains  12 
percent. 

In  an  effort  to  more  fully  assess  the 
impact  of  the  small  use  exemption,  EIA- 
50  data  was  also  used  to  estimate 
average  daily  gas  consumption  on  a 
year-round  basis.  Facilities  were  then 
grouped  into  categories  consuming  less 
than  100  Mcf  per  day,  between  100  and 
200,  and  so  forth  (see  Table  2).  The 
grouping  is  of  course  only  approximate, 
since  a  more  accurate  computation 
would  require  detailed  seasonal  use 
profiles,  which  are  not  available. 

This  simplified  estimate  of  average 
daily  consumption  reveals  an 
apparently  large  number  of  relatively 
small  facilities — particularly  in  the 
chemical  industry.  Over  60  percent  of 
the  facilities  in  the  chemical  industry 
use  less  than  100  Mcf  per  day  average 
use  on  a  year-around  basis.  Another 
seven  percent  used  between  100  Mcf  per 
day  and  200  Mcf  per  day.  Ignoring  the 
effect  of  seasonal  variations,  these  small 
facilities  would  not  be  exposed  to 
incremental  pricing  under  either  the 
small  use  exemption  or  through 
operation  of  an  exemption  similar  to 
that  applicable  to  small  boiler  use. 
Considering  all  of  the  four  major  SIC 
codes,  fully  1,483  facilities,  or  59  percent 
of  the  2,517  studied,  used  less  than  an 
average  of  300  Mcf  per  day  and  would 
be  exempt  from  incremental  pricing. 
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A  review  of  the  coverage  ratio  data 
gives  rise  to  a  very  different 
interpretation,  however.  Although  1,483 
facilities  fell  into  the  lowest  three 
average  use  categories  (less  than  300 
Mcf  per  day),  only  869  facilities  fell  into 
the  lowest  coverage  ratio  (less  than  0.1). 
Clearly,  a  facility  using  no  more  than 
300  Mcf  on  any  day  would  have  no 
exposure  to  incremental  pricing  and 
thus  would  have  a  coverage  ratio  of 
zero.  The  fact  that  many  facilities  using 
less  than  300  Mcf  per  day  on  an  annual 
average  basis  have  coverage  ratios  in 
excess  of  0.1  indicates  the  considerable 
degree  of  seasonality  in  gas  use 
patterns. 

If  a  small  use  exemption  similar  to 
that  applicable  to  boiler  use  were 
adopted  in  lieu  of  the  “first  300  Mcf  per 
day”  rule,  many  facilities  whose  annual 
average  use  is  below  300  Mcf  per  day 
would  be  caught  by  the  program  due  to 
high  seasonal  use.  It  is  likely  that  many 
of  these  small  facilities  would  switch  to 
alternative  fuels  when  their  average  use 
in  any  month  threatened  to  trigger  the 
general  application  of  incremental 
pricing.  For  non-boiler  use,  the 
alternative  fuels  most  likely  to  be  used 
in  many  industries  are  distillate  oil  and 
propane.  In  some  situations,  an 
alternative  fuel  may  not  be  available  or 
practicable,  and  temporary  shutdown 
may  represent  a  less  expensive 
alternative  than  subjecting  all  gas  use  to 
incremental  pricing.  Temporary 
shutdowns  and  the  use  of  scarce  and 
expensive  alternative  fuels  are  both 
economic  “waste”  which  will  be 
avoided  by  exempting  the  first  300  Mcf 
per  day  of  average  use  for  all  users 
subject  to  Phase  II. 

About  one  quarter  of  all  facilities 
studied  (614  facilities)  have  annual 
average  use  below  300  Mcf  per  day,  but 
would  be  subject  to  incremental  pricing 
under  the  originally-proposed  “all  or 
nothing”  small  user  rule  due  to 
seasonality  considerations. 

Significantly,  at  least  90  percent  of  the 
gas  used  by  these  facilities  will  be 
exempt  under  the  small  use  exemption 
adopted  by  the  Commission.  Another 
260  facilities  (10.3  percent  of  the  total 
studied)  had  annual  average  use  of 
between  300  and  600  Mcf  per  day.  Many 
such  facilities  would  also  find 
supplemental  use  of  expensive 
alternative  fuels  economically 
advantageous  under  an  “all  or  nothing” 
rule,  but  will  not  be  penalized  for  using 
more  attractive  natural  gas  under  the 
treatment  adopted. 

Having  isolated  the  general  effects  of 
the  small  user  exemption,  the  other 
potentially  significant  influence  on 
Phase  II  coverage  is  the  statutory 


exemption  for  agricultural  uses.  The 
analysis  of  the  small  use  exemption  and 
the  agricultural  exemption  may  then  be 
incorporated  into  a  broader  study  of  the 
entire  Phase  II  program.  An  estimate  of 
the  total  quantity  of  gas  subject  to 
surcharge,  total  surcharge  dollars,  and 
the  resulting  rate  decrease  for  exempt 
users  may  be  developed.  For  the  four 
SIC  codes  considered  above,  the 
magnitude  of  the  agricultural  exemption 
must  be  estimated. 

The  petroleum  and  primary  metals 
industries  are  generally  unaffected^  by 
the  agricultural  exemption,  and  airnon- 
boiler  gas  in  excess  of  the  small  use 
exemption  can  be  assumed  subject  to 
Phase  II.  About  40  percent  of  the  non¬ 
boiler  gas  consumed  in  the  chemical 
industry  is  estimated  to  be  eligible  for 
exemption  as  agricultural.  This  exempt 
gas  includes  nearly  all  of  the  feedstock 
consumption  in  the  chemical  industry 
since  agricultural  ammonia  is  the 
principal  product.  In  the  stone,  clay,  and 
glass  industries  (SIC-32),  15.5  percent  of 
all  gas  consumption  is  in  the  production 
of  sanitary  food  containers — glass  jars 
and  bottles.  Since  95  percent  of  gas  use 
in  SIC  32  is  non-boiler,  the  15.5  percent 
agricultural  exemption  can  be  applied  to 
non-boiler  use  directly  with  little  loss  of 
accuracy.  After  all  appropriate 
adjustments  for  boiler  use,  small  use 
exemptions,  and  agricultural 
exemptions,  839,578,954  Mcf,  were 
estimated  to  be  subject  to  Phase  II  in 
SIC’s  28,  29,  32  and  33,  on  the  basis  of 
the  most  recent  EIA-50  data. 

In  manufacturing  industries  other  than 
the  four  considered  above,  a  total  of 
573,320,854  Mcf  was  reported  consumed. 
Of  this  quantity,  68.75  percent,  or 
394,158,087  Mcf  is  estimated  to  be  non¬ 
boiler  use.  Agricultural  use  in  SIC’s  2141 
(tobacco),  3411  and  3497  (fabricated 
metal  food  containers)  reduce  the  total 
somewhat  more.  Finally,  the  small  use 
exemption  profile  developed  for  the  four 
industry  groups  is  estimated  to  be 
equally  applicable  to  other  non-boiler 
uses,  so  that  80  percent  of  the  remaining 
gas  will  be  subject  to  surcharges.  The 
total  quantity  estimated  to  be  subject  to 
Phase  II  in  other  manufacturing 
industries  is  308,314,412  Mcf. 

One  more  step  remains  before  the 
total  impact  of  Phase  II  can  be  assessed. 
Some  gas  consumption  in  SIC  codes  22 
(textiles)  and  26  (pulp  and  paper)  will  be 
subject  to  Phase  II.  Most,  but  not  all,  gas 
used  in  these  industries  will  qualify  for 
the  agricultural  exemption.  Estimates  of 
the  fraction  of  gas  use  which  is  not  so 
exempt  were  derived  from  data 
developed  for  the  Environmental 
Assessment.  The  effect  of  the  small  use 
exemption  was  assumed  to  be  20 


percent,  consistent  with  other 
manufacturing  industries.  The  baseline 
consumption  data  was  taken  from  the 
most  recent  EIA-50  reports,  adjusted  to 
remove  intrastate  gas  use.  In  summary, 
15,271,982  Mcf  of  gas  subject  to  Phase  II 
was  found  in  SIC  codes  22  and  26.  All 
gas  consumed  in  SIC  code  20  (food)  was 
considered  to  be  exempt. 

No  attempt  has  been  made  to 
explicitly  estimate  the  volume  of  gas 
that  may  be  exempted  from  incremental 
pricing  by  reason  of  cogeneration.  This 
is  because  the  cogeneration  exemption 
is  expected  to  have  a  negligible  effect  on 
the  scope  of  the  Phase  II  program.  The 
great  majority  of  both  existing  and 
proposed  cogeneration  facilities  are 
steam  turbine  topping-cycles.  Such 
steam-raising  facilities  would  be  subject 
to  incremental  pricing  under  Phase  I,  if 
not  exempted.  Only  bottoming-cycle 
cogeneration  facilities  and  unusual 
topping-cycle  facilities  in  which  high 
temperature  combustion  turbine  or 
engine  exhaust  is  used  directly  for 
process  heat  would  be  potentially 
subject  to  Phase  II.  Widespread 
application  of  such  facilities  is  not 
expected  in  the  near  future. 
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